Publication 535

Cat. No. 150657

Department

ek Business
Revenus Expenses

Service

For use in preparing

1996 Returns

i

Contents

1. Deducting Business Expenses

.............................................................. 2
2. Employees’ Pay.......cocovceneininniens 6
3. Meals and Lodging Furnished to
EMPIOYEEes ... 9
4. Fringe Benefits ..o 11
5. Employee Benefit Programs ........... 19
6. Retirement Plans .........ccccccovevvniinnns 27
7. Rent EXPense ......cccccoveeeeeeeeeecenenne. 31
8. Interest ..o 33
9. TAXES ..ot 39
10. INSUTANCE ..o 40
11. Costs You Can Deduct or
Capitalize ..o 43
12, AMOrtization ......ccovveeeenrerccinenens 48
13. Depletion ... 54
14. Business Bad Debts .........cccccceeuenee 58
15. Electric and Clean-Fuel Vehicles
.............................................................. 60
16. Other EXPEenses ......ccoceeeverenenennens 63
17. How To Get More Information......... 70
INAEX it 71

Get forms and other information faster and easier hy:
COMPUTER
* World Wide Web » http.//www.irs.ustreas.gov
* FTP ftp.irs.ustreas.gov
* |IRIS at FedWorld » (703) 321-8020
FAX
* From your FAX machine, dial » (703) 487-4160.
See How To Get More Information in this publication.

Introduction

This publication discusses common business
expenses and explains what is and is not de-
ductible. The general rules for deducting busi-
ness expenses are discussed in the opening
chapter. The chapters that follow include lists
of other publications and forms you may need.

Unresolved problems. IRS has a Problem
Resolution Program for taxpayers who have
been unable to resolve their problems with the
IRS. If you have a problem you have been una-
ble to resolve through normal channels, write
to your IRS district director or service center
where you have the problem, or call 1-800—
829-1040 (1-800-829-4059 for TDD users)
and ask for Problem Resolution assistance.

Important Changes
for 1996

The following items highlight some
changes in the tax law for 1996.
Standard mileage rate. The standard mile-
age rate for the cost of operating your car, van,
pickup, or panel truck in 1996 is 31 cents per
mile for all business miles. See chapters 1 and
16.

Business use of your home. Beginning in
1996, you may be able to deduct expenses for



the part of your home you use to store product
samples. For more information, see chapter 1.

Education assistance programs. The exclu-
sion from employees’ income for the amounts
you pay or incur under an educational assis-
tance program has been extended retroac-
tively for tax years beginning after December
31, 1994. But the extension lasts only for a lim-
ited period of time. For the extension dates
and general information about educational as-
sistance programs, see chapter 5. For infor-
mation on filing claims for refunds of employ-
ment taxes you paid on assistance amounts
that are now excludable, get Publication 15,
Circular E, Employer’s Tax Guide.

Interest on company-owned life insurance.
You generally cannot deduct interest paid or
accrued after October 13, 1995, on any life in-
surance policy or annuity or endowment con-
tract you own that covers an employee of, an
officer of, or someone financially interested in
your business. For more information, see In-
terest on company-owned life insurance in
chapter 8.

Basis reduction for qualified electric vehi-
cle. If you elect to claim a tax credit for a quali-
fied electric vehicle you place in service during
the year, you must reduce your basis in that
vehicle. For vehicles placed in service on or
after August 20, 1996, you must reduce your
basis by the lesser of $4,000 or 10%of the
cost of the vehicle, even if the credit allowed is
less than that amount. For more information
on the electric vehicle credit, see chapter 15.

Important Changes
for 1997

The following items highlight some
changes in the tax law for 1997.
Nondiscrimination rules. Nondiscrimination
rules apply to the exclusion of certain fringe
benefits from the income of highly compen-
sated employees. For tax years beginning af-
ter 1996, the definition of “highly compen-
sated employee "’ has changed. For more
information, see Nondiscrimination rules in
chapter 4.

Adoption assistance programs. For tax
years beginning after December 31, 1996, up
to $5,000 ($6,000 for a special needs child)
you pay or incur under an adoption assistance
program for an employee’s qualified adoption
expenses is excludable from the employee’s
gross income. For more information, see
Adoption Assistance in chapter 5.

Group health plan accessibility, portability,
and renewability requirements. Generally
effective for plan years beginning after June
30, 1997, you (or the plan, if a multiemployer
plan) will be subject to an excise tax if your
plan does not meet the new accessibility, port-
ability, and renewability requirements. For
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more information, see Accessibility, Portabil-
ity, and Renewability Requirements, under
Group Health Plans, in chapter 5.

SIMPLE retirement plan. For tax years begin-
ning after December 31, 1996, you may be
able to set up a savings incentive match plan
for employees (SIMPLE). You can set up a
SIMPLE plan if you have 100 or fewer employ-
ees and meet other requirements. See Publi-
cation 560, Retirement Plans for the Self-
Employed.

Self-employed health insurance deduction.
If you are self-employed, the deduction for
health insurance expenses (for yourself, your
spouse, and your dependents), increases
from 30% to 80% over the next several years.
For the 1997 calendar year, you can deduct
40% of your premiums, and 45% for each
year from 1998 through 2002. For more infor-
mation, including a complete schedule of the
percentage increases, get Publication 553,
Highlights of 1996 Tax Changes.

Long-term care insurance. A qualified long-
term care insurance contract issued after De-
cember 31, 1996, will generally be treated as
an accident and health insurance contract.
The self-employed health insurance deduc-
tion will also apply to eligible long-term care in-
surance premiums. For more information on
long-term care and related insurance, get Pub-
lication 553.

Medical savings accounts. For tax years be-
ginning after 1996, a new program for a tax-ex-
empt medical savings account (MSA) will be
available (for up to 4 years) to self-employed
persons and employees of a small business.
You can contribute (within limits) to a MSA for
each employee you cover under a high-de-
ductible health plan. You can exclude from an
empoyee’s income amounts you contribute to
his or her MSA. For more information, see
Medical Savings Accounts, under Group
Health Plans, in chapter 5.

1.

Deducting
Business
Expenses

Important Change for
1996

Business use of your home. For tax years
beginning after 1995, you may be able to de-
duct expenses for the part of your home you
use to store product samples. For more infor-
mation, see Business use of your home later.
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Standard mileage rate. The standard mile-
age rate for the cost of operating your car, van,
pickup, or panel truck in 1996 is 31 cents per
mile for all business miles. See Business use
of your car later.

Introduction

This chapter covers the general rules for de-
ducting business expenses. Business ex-
penses are the costs of carrying on a trade,
business, or profession. These expenses are
usually deductible if the business is operated
to make a profit.

Topics
This chapter discusses:
* What can be deducted
* How much can be deducted
¢ When to deduct
¢ Not-for-profit activities

Useful Items
You may want to see:

Publication
[0 334 Tax Guide for Small Business

0463 Travel, Entertainment, Gift and Car
Expenses

1529 Miscellaneous Deductions

0 534 Depreciating Property Placed in
Service Before 1987

(1536 Net Operating Losses
(1538 Accounting Periods and Methods

1547 Casualties, Disasters, and Thefts
(Business and Nonbusiness)

0551 Basis of Assets

(0587 Business Use of Your Home
(Including Use by Day-Care
Providers)

1925 Passive Activity and At-Risk Rules
(0936 Home Mortgage Interest Deduction
(0946 How To Depreciate Property

Form (and Instructions)

O Sch A (Form 1040) Itemized
Deductions

05213 Election To Postpone
Determination as To Whether the
Presumption Applies That an
Activity Is Engaged in for Profit

See chapter 17 for information about get-
ting these forms and publications.

What Can
Be Deducted?

To be deductible, a business expense must be
both ordinary and necessary. An ordinary ex-
pense is one that is common and accepted in
your type of business, trade, or profession. A
necessary expense is one that is helpful and



appropriate for your trade, business, or profes-
sion. An expense does not have to be indis-
pensable to be considered necessary.

It is important to separate business ex-
penses from:

1) The expenses used to figure the cost of
goods sold, and

2) Capital expenses.

In addition, keep business expenses separate

from personal expenses. If you have an ex-
pense that is partly for business and partly per-
sonal, separate the personal part from the
business part.

Cost of Goods Sold

If your business manufactures products or
purchases them for resale, some of your ex-
penses are for the products you sell. You use
these expenses to figure the cost of the goods
you sold during the year. You deduct these
costs from your gross receipts to figure your
gross profit for the year. You must maintain in-
ventories to be able to determine your cost of
goods sold. If you use an expense to figure
cost of goods sold, you cannot deduct it again
as a business expense.

Among the expenses that go into figuring
cost of goods sold are the following:

1) The cost of products or raw materials in
your inventory, including the cost of hav-
ing them shipped to you,

2) The cost of storing the products you sell,

3) Direct labor costs (including contributions
to pension or annuity plans) for workers
who produce the products,

4) Depreciation on machinery used to pro-
duce the products, and

5) Factory overhead expenses.

Under the uniform capitalization rules, you
may have to include certain indirect costs of
production and resale in your cost of goods
sold. Indirect costs include rent, interest,
taxes, storage, purchasing, processing, re-
packaging, handling, and administrative costs.
This rule on indirect costs does not apply to
personal property you acquire for resale if your
average annual gross receipts (or those of
your predecessor) for the preceding 3 tax
years are not more than $10 million.

For more information on figuring the cost of
goods sold, see chapter 6 of Publication 334.
For more information on the uniform capitali-
zation rules, see section 1.263A of the Income
Tax Regulations.

Capital Expenses

You must capitalize, rather than deduct, some
costs. These costs are a part of your invest-
ment in your business and are called “capital
expenses.” There are, in general, three types
of costs you capitalize:

1) Going into business,
2) Business assets, and
3) Improvements.

Basis. Basis is the amount of your investment
in property for tax purposes. Use the basis of
property to figure the deductions for deprecia-
tion, amortization, depletion, and casualty
losses. Also use it to figure gain or loss on the
sale or other disposition of property. See Pub-
lication 551 for information on how to figure
basis.

Recovery. Although you generally cannot di-
rectly deduct a capital expense, you may be
able to take deductions for the amount you
spend through a method of depreciation,
amortization, or depletion. These methods al-
low you to deduct part of your basis each year
over a number of years. In this way you are
able to “recover” your capital expense. See
Amortization (chapter 12) and Depletion
(chapter 13) in this publication. For information
on depreciation, see Publication 946.

Going Into Business

The costs of getting started in business,
before you actually begin business operations,
are capital expenses. This may include ex-
penses for advertising, travel, utilities, repairs,
or employees’ wages.

If you go into business. When you go into
business, treat all costs you had to get it
started as capital expenses. They are part of
your basis in the business.

Usually you recover costs for a particular
asset through depreciation. Other start-up
costs can be recovered through amortization.
If you do not choose to amortize these costs,
you generally cannot recover them until you
sell or otherwise go out of business.

See Going Into Business in chapter 12 for
more information on business start-up costs.

If you do not go into business. If your at-
tempt to go into business is not successful, the
expenses you had in trying to establish your-
self in business fall into two categories.

1) The costs you had before making a deci-
sion to acquire or begin a specific busi-
ness. These costs are personal and non-
deductible. They include any costs
incurred during a general search for, or
preliminary investigation of, a business or
investment possibility.

2) The costs you had in your attempt to ac-
quire or begin a specific business. These
costs are capital expenses and you can
deduct them as a capital loss.

The costs of any assets acquired during
your unsuccessful attempt to go into business
are a part of your basis in the assets. You can-
not take a deduction for these costs. You will
recover the costs of these assets when you
dispose of them.

Business Assets

The cost of any asset you use in your business
is a capital expense. There are many different
kinds of business assets, such as land, build-
ings, machinery, furniture, trucks, patents, and
franchise rights. You must capitalize the full
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cost of the asset, including freight and installa-
tion charges.

If you produce certain property for use in
your trade or business, capitalize the produc-
tion costs under the uniform capitalization
rules. See section 1.263A of the Income Tax
Regulations for information on those rules.

Improvements

The costs of making improvements to a busi-
ness asset are capital expenses, if the im-
provements add to the value of the asset, ap-
preciably lengthen the time you can use it, or
adapt it to a different use. Ordinarily, you add
the cost of the improvement to the basis of the
improved property.

Improvements include new electric wiring,
a new roof, a new floor, new plumbing, brick-
ing up windows to strengthen a wall, and light-
ing improvements.

Restoration plan.

Capitalize the cost of reconditioning,
@ improving, or altering your property as
part of a general restoration plan to

make it suitable for your business. This applies
even if some of the work would by itself be
classified as repairs.

Replacements. Like the cost of improve-
ments, you cannot deduct the cost of a re-
placement that stops deterioration and adds
to the life of your property. Capitalize and de-
preciate it.

Treat amounts paid to replace parts of a
machine that only keep it in a normal operating
condition like repairs. Deduct them as busi-
ness expenses. However, if your equipment
has a major overhaul, capitalize and depreci-
ate the expense.

Capital or Deductible Expenses

To help you distinguish between capital and
deductible expenses, several different items
are discussed below.

Business motor vehicles. You usually capi-
talize the cost of a motor vehicle you buy to
use in your business. You can recover its cost
through annual deductions for depreciation.

There are dollar limits on the depreciation
you may claim each year on passenger auto-
mobiles used in your business. See Publica-
tion 463.

Repairs you make to your business vehicle
are deductible expenses. However, amounts
you pay to recondition and overhaul a busi-
ness vehicle are capital expenses.

Roads and driveways. The costs of building
a private road on your business property and
the cost of replacing a gravel driveway with a
concrete one are capital expenses you may be
able to depreciate. The cost of maintaining a
private road on your business property is a de-
ductible expense.

Tools. Unless the uniform capitalization rules
apply, amounts spent for tools used in your
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business are deductible expenses if the tools
have a life expectancy of less than one year.

Machinery parts. Unless the uniform capitali-
zation rules apply, the cost of replacing short-
lived parts of a machine to keep it in good
working condition and not to add to its life is a
deductible expense.

Heating equipment. The cost of changing
from one heating system to another is a capi-
tal expense and not a deductible expense.

Personal and

Business Expenses

If you have an expense for something that is
used partly for business and partly for per-
sonal purposes, divide the total cost between
the business and personal parts. You can de-
duct as a business expense only the business
part.

For example, if you borrow money and use
70% of it for business and the other 30% for a
family vacation, generally you can deduct as a
business expense only 70% of the interest
you pay on the loan. The remaining 30% is
personal interest that is not deductible. See
chapter 8 for information on deducting interest
and the allocation rules.

Business use of your home. If you use your
home in your business, you may be able to
claim part of the expenses of maintaining your
home as a business expense. These ex-
penses include mortgage interest, insurance,
utilities, and repairs.

The business use of your home must meet
strict requirements before you can take any of
these expenses as business deductions. You
can take a limited deduction for its business
use if you use part of your home exclusively
and regularly :

1) As the principal place of business for any
trade or business in which you engage.

2) As a place to meet or deal with patients,
clients, or customers in the normal course
of your trade or business, or

3) In connection with your trade or business,
if you are using a separate structure that
is not attached to your home.

There are two exceptions to the exclusive
use test:

1) The use of part of your home for the stor-
age of inventory or product samples, and

2) The use of part of your home as a day-
care facility.

For more information, see Publication 587.

Business use of your car. If you use your car
in your business, you can deduct car ex-

penses. If you use your car for both business
and personal purposes, you must divide your
expenses based on mileage. Only your ex-
penses for the miles you drove it for business
are deductible as business expenses. These
expenses include depreciation on the car, gas
and oil, tires, repairs, tune-ups, insurance, and
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registration fees. Instead of figuring the busi-
ness part of these expenses, you may be able
to use a standard mileage rate to figure your
deduction. For 1996, the standard mileage
rate is 31 cents for each business mile.

If you are self-employed, you can deduct
the business part of interest on your car loan,
state and local personal property tax on the
car, parking fees, and tolls along with the stan-
dard mileage rate. You can use the nonbusi-
ness part of the personal property tax to deter-
mine your deduction for taxes on Schedule A
(Form 1040) if you itemize your deductions.

For more information on car expenses and
the standard mileage rate, see Publication
463.

How Much
Can Be Deducted?

You cannot deduct more for a business ex-
pense than the amount you actually spend.
There is usually no other limit on how much
you can deduct if the amount is reasonable.
However, if your deductions are large enough
to produce a net business loss for the year, the
amount of tax loss may be limited.

Recovery of amount deducted. If you are a
cash method taxpayer who pays an expense
and then recovers part of the amount paid in
the same tax year, reduce your expense de-
duction by the amount of the recovery. If you
have a recovery in a later year, include the re-
covered amount in income. However, if part of
the deduction for the expense did not reduce
your tax, you do not have to include all the re-
covery in income. Exclude an amount equal to
the part that did not reduce your tax.

Limits on losses. If your deductions for an in-
vestment or business activity are more than
the income it brings in, you have a net loss.
There may be limits on how much, if any, of the
loss you can use to offset income from other
sources.

Not-for-profit limits. If you do not carry on
your business activity with the intention of
making a profit, you cannot use a loss from it
to offset other income. The kinds of deduc-
tions you can take for a not-for-profit activity
and the amounts you can deduct are limited so
that a deductible loss will not result. See Not-
for-Profit Activities, later.

At-risk limits. Generally, a deductible loss
from a business or investment activity is lim-
ited to the investment you have “at risk” in the
activity. You are “at risk” in any activity for:

1) The money and adjusted basis of prop-
erty you contribute to the activity, and

2) Amounts you borrow for use in the activity
if:
a) You are personally liable for repay-
ment, or

b) You pledge property (other than prop-
erty used in the activity) as security for
the loan.

For more information, see Publication 925.
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Passive activities. Generally, you are in a
passive activity if you have a trade or business
activity in which you do not materially partici-
pate during the year, or a rental activity. De-
ductions from passive activities generally can
only offset your income from passive activi-
ties. You cannot deduct any excess deduc-
tions against your other income. In addition,
you can take passive activity credits only from
tax on net passive income. Any excess loss or
credits are carried over to later years.

For more information, see Publication 925.

Net operating loss. If your deductions are
more than your income for the year, you may
have a “net operating loss.” You can use a net
operating loss to lower your taxes in other
years. See Publication 536 for more
information.

Payments in kind.

If you provide services to pay a busi-
@ ness expense, the amount you can
deduct is the amount you spend to

provide the services. It is not what you would
have paid in cash.

Similarly, if you pay a business expense in
goods or other property, you can deduct only
the amount the property costs you. If these
costs are included in the cost of goods sold do
not deduct them as a business expense.

When Can an
Expense Be Deducted?

Under the cash method of accounting, you de-
duct business expenses in the tax year you ac-
tually paid them, even if you incur them in an
earlier year. Under an accrual method of ac-
counting, you deduct business expenses
when you become liable for them, whether or
not you pay them in the same year. All events
that set the amount of the liability must have
happened, and you must be able to figure the
amount of the expense with reasonable
accuracy.

For more information on accounting meth-
ods, see Publication 538.

Economic performance rule. Under an ac-
crual method, you generally do not deduct or
capitalize business expenses until economic
performance occurs. If your expense is for
property or services provided to you, or for use
of property by you, economic performance oc-
curs as the property or services are provided,
or as the property is used. If your expense is
for property or services you provide to others,
economic performance occurs as you provide
the property or service.

Example. Your tax year is the calendar
year. In December 1996, the Field Plumbing
Company did some repair work at your place
of business and sent you a bill for $150. You
paid it by check in January 1997. If you use an
accrual method of accounting, deduct the
$150 on your tax return for 1996 because all
events that set the amount of liability and eco-
nomic performance occurred in that year. If



you use the cash method of accounting, take
the deduction on your 1997 return.

Prepayment. You cannot deduct expenses in
advance, even if you pay them in advance.
This rule applies to both the cash and accrual
methods. It applies to prepaid interest, prepaid
insurance premiums, and any other expense
paid far enough in advance to, in effect, create
an asset with a useful life extending substan-
tially beyond the end of the current tax year.

Example. In 1996, you sign a 10-year
lease and immediately pay your rent for the
first three years. Even though you paid the rent
for 1996, 1997, and 1998, you can deduct only
the rent for 1996 on your current tax return.
You can deduct on your 1997 and 1998 tax re-
turns the rent for those years.

Contested liabilities. Under the cash
method, you deduct a disputed expense only
in the year you pay the liability. Under an ac-
crual method you can deduct contested liabili-
ties, such as taxes (except foreign or U.S. pos-
session income, war profits, and excess
profits), in the tax year you pay the liability (or
transfer money or other property to satisfy the
obligation), or in the tax year you settle the
contest. However, to take the deduction in the
year of payment or transfer, you must meet
certain rules that are discussed in Publication
538.

When the dispute is settled, report any
payment returned to you as income. However,
if any part of the deduction did not reduce your
tax, you can subtract that amount from the re-
turned payment before reporting it as income.

See Contested Liabilities in Publication
538 for more information.

Related parties. Under an accrual method of
accounting, you generally deduct expenses
when you incur them, even if you have not paid
them. However, if you and the person you owe
are “related parties” and the person you owe
uses the cash method of accounting, you must
pay the expense before you can deduct it. The
deduction by an accrual method payer is al-
lowed when the corresponding amount is in-
cludible in income by the related cash method
payee. See Special Rules for Related Persons
in Publication 538.

Not-for-Profit Activities

If you do not carry on your business or in-
vestment activity to make a profit, there is a
limit on the deductions you can take. You can-
not use a loss from the activity to offset other
income. Activities you do as a hobby, or mainly
for sport or recreation, come under this limit.
So does an investment activity intended only
to produce tax losses for the investors.

The limit on not-for-profit losses applies to
individuals, partnerships, estates, trusts, and S
corporations. It does not apply to corporations
other than S corporations.

In determining whether you are carrying on
an activity for profit, all the facts are taken into
account. No one factor alone is decisive.
Among the factors to be considered are:

1) Whether you carry on the activity in a bus-
inesslike manner.

2) Whether the time and effort you put into
the activity indicate you intend to make it
profitable.

3

~

Whether you are depending on income
from the activity for your livelihood.

4

=

Whether your losses are due to circum-

stances beyond your control (or are nor-
mal in the start-up phase of your type of
business).

5

~

Whether you change your methods of op-
eration in an attempt to improve
profitability.

6

~

Whether you, or your advisors, have the
knowledge needed to carry on the activity
as a successful business.

7) Whether you were successful in making a
profit in similar activities in the past.

8) Whether the activity makes a profit in
some years, and how much profit it
makes.

9) Whether you can expect to make a future
profit from the appreciation of the assets
used in the activity.

Limit on Deductions
and Losses

If your activity is not carried on for profit, take
deductions only in the following order, only to
the extent stated in the three categories, and,
if you are an individual, only if you itemize them
on Schedule A (Form 1040).

Category 1. Deductions you can take for per-
sonal as well as for business activities are al-
lowed in full. For individuals, all nonbusiness
deductions, such as those for home mortgage
interest, taxes, and casualty losses, belong in
this category. Deduct them on the appropriate
lines of Schedule A (Form 1040). You can only
deduct a nonbusiness casualty loss to the ex-
tent it is more than $100 and all these losses
exceed 10% of your adjusted gross income.
See Publication 547.

For the limits that apply to mortgage inter-
est, see Publication 936.

Category 2. Deductions that do not result in
an adjustment to the basis of property are al-
lowed next, but only to the extent your gross
income from the activity is more than the de-
ductions you take (or could take) for it under
the first category. Most business deductions,
such as those for advertising, insurance pre-
miums, interest, utilities, wages, etc., belong in
this category.

Category 3. Business deductions that de-
crease the basis of property are allowed last,
but only to the extent the gross income from
the activity is more than deductions you take
(or could take) for it under the first two catego-
ries. The deductions for depreciation, amorti-
zation, and the part of a casualty loss an indi-
vidual could not deduct in category (1) belong
in this category. Where more than one asset is
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involved, divide depreciation and these other
deductions proportionally among those
assets.

Additional limit.

Individuals must claim the amounts in
@ categories (2) and (3) as miscellane-
ous deductions on Schedule A (Form

1040). They are subject to the 2% of adjusted
gross income limit. See Publication 529 for in-
formation on this limit.

Example. Ida is engaged in a not-for-profit
activity. The income and expenses of the ac-
tivity are as follows:

GroSSiNCOME ....ooovveieeeeiiinnnnnns $3,200
Less expenses:
Real estate taxes .................. $700
Home mortgage interest........... 900
Insurance ...........ooeiiiiiiiinn 400
utilities ... 700
Maintenance..............oooennnn. 200
Depreciation on automobile........ 600
Depreciation on a machine......... _ 200
Total expenses ............c.c....... 3,700
Loss $ 500

Ida must limit her deductions to $3,200, the
gross income she earned from the activity.
The limit is reached in category (3), as follows:

Limit on deduction ................ $3,200
Category 1, Taxes and interest ...  $1,600
Category 2, Insurance, utilities,

and maintenance .............. 1,300 2,900
Available for Category 3 .......... $ 300

The $300 for depreciation is divided be-
tween the automobile and machine, as
follows:

$600

3800 * $300 = $225 depreciation for the automobile

ig% x $300 = $75 depreciation for the machine

The basis of each asset is reduced
accordingly.

The $1,600 for category (1) is deductible in
full on the appropriate lines for taxes and in-
terest on Schedule A (Form 1040). Ida adds
the remaining $1,600 (the total of categories
(2) and (3)) to her other miscellaneous deduc-
tions on Schedule A (Form 1040) that are sub-
ject to the 2% of adjusted gross income limit.

Partnerships and S corporations. If a part-
nership or S corporation carries on a not-for-
profit activity, these limits apply at the partner-
ship or S corporation level. They are reflected
in the individual shareholder’s or partner’s dis-
tributive shares.

More than one activity. If you have several
undertakings, each may be a separate activ-
ity, or several undertakings may be one activ-
ity. The most significant facts and circum-
stances in making this determination are:
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1) The degree of organizational and eco-
nomic interrelationship of various
undertakings,

2) The business purpose that is (or might
be) served by carrying on the various un-
dertakings separately or together in a
business or investment setting, and

3) The similarity of various undertakings.

The IRS will generally accept your characteri-
zation of several undertakings as one activity,
or more than one activity, if supported by facts
and circumstances.

If you are carrying on two or more dif-
@ ferent activities, keep the deductions
and income from each one separate.

Figure separately whether each is a not-for-
profit activity. Then figure the limit on deduc-
tions and losses separately for each activity
that is not-for-profit.

Presumption of Profit

An activity is presumed carried on for profit if it
produced a profit in at least 3 of the last 5 tax
years including the current year. Activities that
consist primarily of breeding, training, show-
ing, or racing horses are presumed carried on
for profit if they produced a profit in at least 2
of the last 7 tax years including the current
year. You have a profit when the gross income
from an activity is more than the deductions
forit.

If a taxpayer dies before the end of the 5-
year (or 7-year) period, the period ends on the
date of the taxpayer’s death.

If your business or investment activity
passes this 3- (or 2-) years-of-profit test, pre-
sume it is carried on for profit. This means it
will not come under these limits. You can take
all your business deductions from the activity,
even for the years that you have a loss. You
can rely on this presumption in every case, un-
less the IRS shows it is not valid.

Using the presumption later. If you are start-
ing an activity and do not have 3 years (or 2
years) showing a profit, you may want to take
advantage of this presumption later, after you
have the 5 (or 7) years of experience allowed
by the test.

You can choose to do this by filing Form
5213. Filing this form postpones any determi-
nation your activity is not carried on for profit
until 5 (or 7) years have passed since you
started the activity. Form 5213 generally must
be filed within 3 years of the due date of your
return for the year in which you first carried on
the activity.

The benefit gained by making this
@ choice is that the IRS will not immedi-
ately question whether your activity is

engaged in for profit. Accordingly, it will not re-
strict your deductions. Rather, you will gain
time to earn a profit in 3 (or 2) out of the first 5
(or 7) years you carry on the activity. If you
show 3 (or 2) years of profit at the end of this
period, your deductions are not limited under
these rules. If you do not have 3 years (or 2
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years) of profit, the limit can be applied retro-
actively to any year in the 5-year (or 7-year)
period with a loss.

Filing Form 5213 automatically extends
the period of limitations on any year in the 5—
year (or 7-year) period to 2 years after the due
date of the return for the last year of the pe-
riod. The period is extended only for deduc-
tions of the activity and any related deduc-
tions that might be affected.

2.
Employees’ Pay

Introduction

This chapter explains the deductibility of sala-
ries, wages, and other forms of pay you make
to your employees. It discusses common
types of payments. For each type of payment,
it discusses what you can deduct and how to
deduct it on your tax return. It also discusses
whether you include the payment in your em-
ployees’ income as wages and if it is subject
to employment taxes and income tax

withholding.

You also may pay your employees indi-
rectly through employee benefit programs.
For example, you can deduct group term life
insurance premiums you pay or incur on a pol-
icy covering an employee if you are not the di-
rect or indirect beneficiary of the policy. You
can deduct the cost of providing coverage of
$50,000 or less for an employee as an em-
ployee benefit. You must include the cost of
providing coverage over $50,000 in the em-
ployee’s income, and you can deduct it as
wages. For more information about employee
benefit programs, see chapter 5.

Topics
This chapter discusses:

¢ Deductibility of pay
e Cash payments
¢ Noncash payments

Useful Items
You may want to see:

Publication
015 Employer's Tax Guide (Circular E)

0 15-A Employer’s Supplemental Tax
Guide

(0521 Moving Expenses
(0551 Basis of Assets
(0946 How To Depreciate Property

Form (and Instructions)
O W-2 Wage and Tax Statement

03800 General Business Credit

14782 Employee Moving Expense
Information

See chapter 17 for information about get-
ting publications and forms.

Deductibility of Pay

You generally can deduct salaries, wages,
and other forms of pay you make to employ-
ees for personal services as a business ex-
pense. However, you must reduce the deduc-
tion by any current tax year employment
credits. For more information about these
credits, see Form 3800 and the related em-
ployment credit forms.

Commissions. Generally, you can deduct a
commission you pay to a salesperson or an-
other person. However, you and the service
provider must agree on the service to be per-
formed and the amount to be paid before that
person performs the service.

Employee-stockholder. A salary paid to an
employee who is also a stockholder must
meet the same tests for deductibility as the
salary of any other executive or employee.
See Tests for Deductibility, |ater.

You cannot deduct a payment to an em-
ployee-stockholder that is not for services
performed. The payment may be a distribution
of dividends on stock. This is most likely to oc-
cur in a corporation with few shareholders,
practically all of whom draw salaries. A salary
paid to an employee-stockholder that is more
than the salary ordinarily paid for similar ser-
vices and that bears a close relationship to
the employee’s stock holdings probably is not
paid wholly for services performed. This sal-
ary may include a distribution of earnings on
the stock.

If the payment to an employee-stock-
holder of a closely held corporation is rea-
sonable and for services performed, the pay-
ment will not be denied as a deduction merely
because the corporation has a poor history of
paying dividends on its outstanding stock.

If your corporation uses an accrual method
of accounting and the salary is unpaid at the
end of the tax year, see Unpaid Salaries, later.

Relative. You can deduct the salary or wage
paid to a relative who is an employee, includ-
ing your minor child, if the payment meets the
four tests for deductibility, discussed later.
However, also see Unpaid Salaries, |ater.

Payment to beneficiary of deceased em-
ployee. You can deduct a payment you make
to an employee’s beneficiary because of the
employee’s death if the payment is reasona-
ble in relation to past services performed by
the employee. The payment also must meet
the tests for deductibility, discussed later.

Uniform capitalization rules. Generally, you
must capitalize or include in inventory the
wages and salaries you pay employees to pro-
duce real or tangible personal property or to



acquire property for resale. If the property is
inventory, add the wages to inventory. Capital-
ize the costs for any other property.

Personal property you acquire for resale is
not subject to these rules if your average an-
nual gross receipts for the 3 preceding tax
years are $10,000,000 or less. You can de-
duct these costs as a current business ex-
pense. For more information, see Publication
551.

Construction of capital asset. You cannot
deduct salaries and other wages incurred for
constructing a capital asset. You must include
them in the basis of the asset and recover
your cost through depreciation deductions.
See Publication 946 for information about
depreciation.

Tests for Deductibility

To be deductible, salaries or wages you pay
your employees must meet all the following
tests.

e Ordinary and necessary
e Reasonable

e For services performed
e Paid orincurred

Test 1 — Ordinary and necessary. You
must be able to show that the salary, wage, or
other payment for services an employee per-
forms for you is an ordinary and necessary ex-
pense. You also must be able to show that it is
directly connected with your trade or busi-
ness. For more information, see What Can Be
Deducted?in chapter 1.

That you pay your employee for a legiti-
mate business purpose is not sufficient, by it-
self, for you to deduct the amount as a busi-
ness expense. You can deduct a payment for
your employee’s services only if the payment
is ordinary and necessary to carry on your
trade or business.

Expenses (including salaries and other
payments for services) incurred to complete a
merger, recapitalization, consolidation, or
other reorganization are not expenses of car-
rying on a business; they are capital expendi-
tures. You cannot deduct them as ordinary
and necessary business expenses. However,
if you later abandon your plan to reorganize,
etc., you can deduct the expenses for the plan
in the tax year you abandon it.

Test 2 — Reasonable. Determine the rea-
sonableness of pay by the facts. Generally,
reasonable pay is the amount that like enter-
prises ordinarily would pay for the services by
like enterprises under similar circumstances.

You must be able to prove the pay is rea-
sonable. Base this test on the circumstances
that exist at the time you contract for the ser-
vices, not those existing when the reasona-
bleness is questioned. If the pay is excessive,
you can deduct only the part that is
reasonable.

Factors to consider. To determine if pay
is reasonable, consider the following items
and any other pertinent facts.

1) The duties performed by the employee.

2) The volume of business handled.

3) The character and amount of
responsibility.

4) The complexities of your business.
5) The amount of time required.
6) The general cost of living in the locality.

7) The ability and achievements of the indi-
vidual employee performing the service.

8) The pay compared with the amount of
gross and net income of the business, as
well as with distributions to shareholders,
if the business is a corporation.

9) Your policy regarding pay for all of your
employees.

10) The history of pay for each employee.

Individual salaries. You must base the
test of whether a salary is reasonable on each
individual's salary and the service performed,
not on the total salaries paid to all officers or
all employees. For example, even if the total
amount you pay to your officers is reasonable,
you cannot deduct an individual officer’s en-
tire salary if it is not reasonable based on the
items listed above.

Test 3 — For services performed. You must
be able to prove the payment was made for
services actually performed.

Test 4 — Paid or incurred. You must have
actually made the payment or incurred the ex-
pense in the tax year.

If you use the cash method of accounting,
deduct the salary or wage paid to an em-
ployee in the year you pay it to the employee.

If you use an accrual method of account-
ing, deduct your expense for the salary or
wage when you establish your obligation to
make the payment and when economic per-
formance occurs. Economic performance
generally occurs as an employee performs
the services for you. The economic perform-
ance rule is discussed in When Can an Ex-
pense Be Deducted? in chapter 1. Your pay-
ment need not be made in the year the
obligation exists. You can defer it to a later
date, but special rules apply. See Unpaid Sal-
aries, later.

Kinds of Payments

Some of the ways you may provide pay to your
employees are discussed next.

Bonuses and Awards

You can deduct bonuses and awards to your
employees if they meet certain conditions.

Bonuses. You can deduct a bonus paid to an
employee if you intended the bonus as addi-
tional pay for services, not as a gift, and the
services were actually performed. However,
to deduct the amount as wages the total bo-
nuses, salaries, and other pay must be rea-
sonable for the services performed. Include
the bonus in the employee’s income. You can

pay a bonus in cash, property, or a combina-
tion of both.

Gifts of nominal value. If, to promote em-
ployee goodwill, you distribute turkeys, hams,
or other merchandise of nominal value to your
employees at holidays, the value of these
items is not salary or wages. You can deduct
the cost of these items as a business expense
even though the employees do not include the
items in income.

If you distribute cash, gift certificates, or
similar items readily convertible to cash, the
value of these items is additional wages or sal-
aries, regardless of the amount or value.

Employee achievement awards. You can
deduct the cost of an employee achievement
award, subject to certain limits. An employee
achievement award is tangible personal
property thatis:

1) Given for length of service or safety
achievement,

2) Awarded as part of a meaningful presen-
tation, and

3) Awarded under conditions and circum-
stances that do not create a significant
likelihood of disguised pay.

Length-of-service award. An award will
not qualify as a length-of-service award if:

1) The employee receives the award during
his or her first 5 years of employment, or

2) The employee received a length-of-ser-
vice award (other than one of very small
value) during that year or in any of the
prior 4 years.

Safety achievement award. An award
will not qualify as a safety achievement award
ifitis:

1) Awarded to a manager, administrator,
clerical employee, or other professional
employee, or

2) Given to more than 10% of the employ-
ees during the year, excluding those
listed in (1).

Qualified or nonqualified plan awards.
You must give a qualified plan award as part of
an established written plan that does not dis-
criminate in favor of highly compensated em-
ployees as to eligibility or benefits. See Exclu-
sion of Certain Fringe Benefits in chapter 4 for
the definition of a highly compensated
employee.

An award is not a qualified plan award if
the average cost of all the employee achieve-
ment awards given during the tax year (that
would be qualified plan awards except for this
limit) exceeds $400. To determine this aver-
age cost, do not take into account awards of
very small value.

Limits on deductible awards. Deductible
nonqualified plan awards made to any one
employee cannot be more than $400 during
the tax year. The total deductible awards, in-
cluding both qualified and nonqualified plan
awards, made to any one employee cannot be
more than $1,600 during the tax year.
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If the employee achievement awards do
not exceed the limits, you can exclude them
from the employee’s income and you can de-
duct them on the “Other deductions” line of
your tax return or business schedule.

If the award costs more than the amount
you can deduct, include in the employee’s in-
come the /arger of:

1) The part of the cost of the award you can-
not deduct (up to the award'’s fair market
value), or

2) The amount by which the fair market
value of the award is more than the
amount you can deduct.

Do not include the remaining value of the
award in the employee’s income.

Loans or Advances

You generally can deduct as wages a loan or
advance you make to an employee that you
do not expect the employee to repay if it is for
personal services actually performed. The to-
tal must be reasonable when you add the loan
or advance to the employee’s other pay, and it
must meet the tests for deductibility, dis-
cussed earlier. However, if the employee per-
forms no services, treat the amount you ad-
vanced to the employee as a loan, which you
cannot deduct.

Below-market interest rate loans. On cer-
tain loans you make to an employee or stock-
holder, you are treated as having received in-
terest income and as having paid
compensation or dividends equal to that inter-
est. See Below-Market Interest Rate Loans in
chapter 8 for more information.

Vacation Pay

Vacation pay is an amount you pay or will pay
to an employee while the employee is on va-
cation. It includes an amount you pay an em-
ployee even if the employee chooses not to
take a vacation. Vacation pay does not in-
clude any amount for sick pay or holiday pay.

Cash method. If you use the cash method of
accounting, deduct vacation pay as wages
when you pay it to an employee.

Accrual method. If you use an accrual
method of accounting, you can deduct vaca-
tion pay earned by an employee as wages in
the year earned only if you pay it:

1) By the close of your tax year, or

2) If the amount is vested, within 2¥. months
after the end of the tax year.

Deduct vacation pay in the year paid if you pay
it later than this.

Unpaid Salaries

If you have a definite, fixed, and unconditional
agreement to pay an employee a certain sal-
ary for the year, but you defer paying part of it
until the next tax year, figure your deduction
for the salary using the following rules.
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1) If you use an accrual method of account-
ing, you can deduct the entire salary in
the first year if economic performance oc-
curs (the employee performed the ser-
vices in that year).

2) If you use the cash method of accounting,
you can deduct each year only the
amount actually paid that year.

If you made no definite prior arrangement,
no fixed obligation exists to make the later
payments, and you can deduct in the first year
only the amount paid in that year. This rule is
the same for the cash method and for any ac-
crual method of accounting.

Special rule for accrual method payer. If
you use an accrual method of accounting, you
cannot deduct salaries, wages, and other ex-
penses owed to a related taxpayer (defined
next) until:

1) The tax year you make the payment, and

2) The amount is includible in the income of
the person paid.

This rule applies even if you and that person
cease to be related taxpayers before the
amount is includible in that person’s gross
income.

Related taxpayers. For this special rule,
related taxpayers include:

1) Members of a family, but only:

a) Brothers and sisters (either whole- or
half-blood).

b) Spouses.

c) Ancestors (parents, grandparents,
etc.).

d) Lineal descendants (children,
grandchildren, etc.).

2) Anindividual and a corporation in which
more than 50% of the value of the out-
standing stock is owned directly or indi-
rectly by or for that individual.

Indirect ownership of stock. To decide if
a person indirectly owns any of the outstand-
ing stock of a corporation, use the following
rules.

1) Stock owned directly or indirectly by or
for a corporation, partnership, estate, or
trust is considered owned proportionately
by or for its shareholders, partners, or
beneficiaries.

2

~

Stock owned directly or indirectly by or
for an individual's family is considered
owned by the individual. See Related tax-
payers, earlier, for persons considered
members of a family.

Stock in a corporation owned by an indi-
vidual (other than because of rule (2)
above) is considered owned by or for the
individual's partner.

3

~

4

=

Stock considered owned by a person be-
cause of rule (1) is treated, for applying
rules (1), (2), or (3), as actually owned by
that person. But stock considered owned
by an individual because of rules (2) or (3)
is not treated as owned by that individual

for applying either rule (2) or (3) again to
consider another the owner of that stock.

Example 1. Tom Green runs a retail store
as a sole proprietor. He uses the calendar
year as his tax year and an accrual method of
accounting. Tom’s brother Bob works for him,
and he pays Bob $1,000 a month. Bob uses
the calendar year as his tax year and the cash
method of accounting. At the end of the year,
Tom accrues Bob’s December salary.

Because of a temporary cash shortage,
Tom pays Bob $600 in January of the next
year and the $400 balance in April. Tom can-
not deduct the $1,000 until the year in which
he pays it, the year Bob must include the
amount in his income.

Example 2. The Lomar Corporation uses
the calendar year as its tax year and an ac-
crual method of accounting. Frank Wilson, an
officer of the corporation, also uses the calen-
dar year and the cash method of accounting.
At the end of the calendar year, Frank owns
50% of the outstanding stock of the corpora-
tion. In March of the next year, he buys addi-
tional shares that bring his holdings to 51%.
At the end of the first year, the corporation ac-
crues salary of $1,000 payable to Frank.

The Lomar Corporation pays Frank $600
in January of the second year, and the bal-
ance that March. The corporation can deduct
the salary of $1,000 in the first year. Frank and
the Lomar Corporation are not related taxpay-
ers at the end of Lomar’s first tax year.

Guaranteed Annual Wage

If you guarantee to pay certain employees full
pay during the year (determined by the num-
ber of hours in the normal work year) under
terms of a collective bargaining agreement,
you can deduct the pay as wages. You must
include the payments in the employees’ in-
come, and they are subject to FICA and FUTA
taxes and income tax withholding.

Pay for
Sickness and Injury

You can deduct amounts you pay to your em-
ployees for sickness and injury, including
lump-sum amounts, as compensation. How-
ever, your deduction is limited to amounts not
compensated by insurance or other means.

Meals and Lodging

You usually can deduct the cost of furnishing
meals and lodging to your employees if the ex-
pense is an ordinary and necessary business
expense. Do not deduct the cost as employ-
ees’ pay, but as an expense of operating your
business. For example, if you own a restau-
rant or operate a cafeteria for your employ-
ees, include in the cost of goods sold the cost
of food your employees eat. Similarly, if you
rent or buy a house for an employee, you de-
duct the cost of insurance, utilities, rent, and/
or depreciation in each of those categories on
your return.

You may have to include the value of
meals or lodging in an employee’s income.



For meals, this depends on whether you fur-
nished them on your premises for your conve-
nience. For lodging, it depends on whether
you required it as a condition of employment.
See chapter 3 for more information.

Payment of
Employee Expenses

There generally are two different ways you
can deduct the amount you pay or reimburse
employees for business expenses they incur
for you for items such as travel and
entertainment.

1) You deduct the payment under an ac-
countable plan in the category of the ex-
pense paid. For example, if you pay an
employee for travel expenses incurred on
your behalf, deduct this payment as a
travel expense on your return. See the in-
structions for the form you file for infor-
mation on which lines to use.

2
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Include the payment under a nonac-
countable plan in the compensation you
pay your employees and deduct it as
wages on your return.

See Travel, Meals, and Entertainment in
chapter 16 for more information about reim-
bursing employees and an explanation of ac-
countable and nonaccountable plans.

Education Expenses

If you pay or reimburse education expenses
for an employee enrolled in a course not re-
quired for the job or not otherwise related to
the job, deduct the payment as wages. You
must include the payment in the employee’s
income, and it is subject to FICA and FUTA
taxes and income tax withholding.

If you pay or reimburse education ex-
penses for an employee enrolled in a job-re-
lated course, you can deduct the payment as
a noncompensatory business expense. Since
this expense would be deductible if paid by
the employee, it is called a working condition
fringe benefit. Do not include a working condi-
tion fringe benefit in an employee’s income.
Working condition fringe benefits are dis-
cussed in more detail in chapter 4.

Moving Expenses

Deduct as a qualified fringe benefit amounts
you pay employees or pay for them for quali-
fied moving expenses. Qualified moving ex-
penses are those the employee could deduct
if he or she paid or incurred them directly.
They include only the reasonable expenses
of:

1) Moving household goods and personal
effects from the former home to the new
home, and

2) Travel (including lodging) from the former
home to the new home.

Qualified moving expenses do not include
any expenses for meals.

Deduct as wages any payment you make
as an allowance or payment for a nonqualified

moving expense (that is, an expense the em-
ployee cannot deduct). You must include the
payment in the employee’s income. The pay-
ment is wages for income tax withholding and
FICA and FUTA taxes. Treat the payment to
the employee as payment for services. You
can deduct the amount if it meets the deduct-
ibility tests discussed earlier.

Statement to employee. You must give the
employee a statement describing the pay-
ments made to the employee, or on his or her
behalf, for moving expenses. The statement
must contain sufficient information so the em-
ployee can properly figure the allowable mov-
ing expense deduction.

You may use Form 4782 for this purpose.
You must give this information to your em-
ployee by January 31 of the year following the
year in which you make the payments.

Form W-2. You must also show any reim-
bursement for moving expenses on the em-
ployee’s Form W-2. However, report any
amount considered a qualified fringe benefitin
box 13, not as wages in box 1.

More information. For more information
about moving expenses, see Publication 521.
For information about excluding fringe bene-
fits, see chapter 4.

Capital Assets

If you transfer a capital asset or an asset used
in your business to one of your employees as
payment for services, you can deduct it as
wages. The amount you can deduct is its fair
market value on the date of the transfer minus
any amount the employee paid for the prop-
erty. You treat the deductible amount as re-
ceived in exchange for the asset, and you
must recognize any gain or loss realized on
the transfer. Your gain or loss is the difference
between the fair market value of the asset and
its adjusted basis on the date of transfer.

Payment in
Restricted Property

Restricted property is property subject to a
condition that significantly affects its value.

If you transfer property, including stock in
your company, as payment for services and
the property is considered substantially
vested in the recipient, you generally have a
deductible ordinary and necessary business
expense.

“Substantially vested” means the recipi-
ent can transfer the property and it is not sub-
ject to risk of forfeiture. The recipient is not
likely to have to give up his or her rights in the
property in the future.

The amount and the year in which you can
deduct the payment will vary, depending in
part on the kind of property interest you trans-
fer. The amount you can deduct depends on
the amount included in the recipient’s income.
You must report the amount on a timely filed
Form W-2 or Form 1099-MISC (even if the re-
cipient is a corporation) to take the deduction.
However, You do not have to report if the
transfer:

Chapter3 MEALS AND LODGING FURNISHED TO EMPLOYEES

1) Is exempt from reporting because the
payment is less than the $600 reporting
requirement for Form 1099-MISC, or

2) Meets any other reporting exception that
applies to a recipient other than a
corporation.

3.

Meals and
Lodging
Furnished to
Employees

Introduction

This chapter discusses the deduction for
meals and lodging you furnish to your employ-
ees. It also describes the tests you must meet
to exclude the value of meals and lodging
from your employees’ income.

Topics
This chapter discusses:
¢ Deduction for meals and lodging

¢ Exclusion from employees’ income
Useful Items
You may want to see:

Publication

0 15 Circular E, Employer's Tax Guide

See chapter 17 for information about get-
ting this publication.

Deduction for Meals
and Lodging

You can usually deduct the ordinary and nec-
essary cost of furnishing meals and lodging to
your employees. However, you may be able to
deduct only 50% of your costs of furnishing
meals. For more information, see Exceptions
to the 50% limit on meals, next.

For information on the requirements that
all business expenses must meet, see chapter
1. If you include the value of the meals and
lodging in an employee’s income, that value,
when added to all other compensation you
pay to that employee, must meet all the tests
described under Tests for Deductibility in
chapter 2. See chapter 4 for rules you must
use to value any meals or lodging you must in-
clude in your employees’ income.
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Exceptions to the 50% limit on meals. You
can deduct only 50% of the costs of furnishing
meals to your employees unless one of the
following exceptions applies.

1) The value of the meals is included in your
employees’ income. The value of the
meals is generally included in your em-
ployees’ income unless:

a) The meals are furnished to your em-
ployees on your premises and for your
convenience as discussed later under
Exclusion From Employees’ Income, or

b) The meals qualify as a de minimis

fringe benefit as discussed in chapter
4.

2) You operate a restaurant or catering ser-
vice and you furnish the meals to your
employees at the work site.

3

~

You furnish the meals to your employees
as part of the expense of providing recre-
ational or social activities, such as a com-
pany picnic.

4) You must furnish the meals to crew mem-
bers of a commercial vessel under a fed-
eral law. This includes crew members of
commercial vessels operating on any
U.S. inland waterway if meals would be
required under federal law had the vessel
been operated at sea. This does not in-
clude meals you furnish on vessels pri-
marily providing luxury water
transportation.

5

~

You furnish the meals on an oil or gas
platform or drilling rig located offshore or
in Alaska. This exception also applies to
meals you furnish at a support camp that
is near and integral to an oil or gas drilling
rig located in Alaska.

How To Claim the

Deduction

Claim the deduction for the cost of furnishing
meals and lodging to your employees on your
return in whatever category the expense falls.
For example, if you operate a restaurant, de-
duct the cost of the meals you furnish to your
employees as part of the cost of goods sold. If
you operate a nursing home, motel, or rental
property and require a manager or director to
live on the premises, deduct the costs of fur-
nishing lodging to that person as expenses for
utilities, linen service, salaries, depreciation,
etc.

If you must include the value of the
meals and lodging in your employ-
PYWITER] ees’income, do not again deduct that
value as wages.

Exclusion From
Employees’ Income

If you meet certain requirements, do not in-
clude in your employees’ income the value of
meals and lodging you furnish to them. These
requirements are discussed next under Tests
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for Exclusion. There are examples at the end
of the discussion to help clarify the require-
ments. This exclusion also applies to the
value of meals and lodging you furnish to
spouses and dependents of your employees.

If the value of the meals and lodging
@ is not included in income, it is not sub-
Ject to social security and Medicare

taxes, federal unemployment (FUTA) tax, or
income tax withholding.

Tests for Exclusion

If you meet the following tests, do not include
in your employees’ income the value of meals
and lodging you furnish to them.

Test 1. You furnish the meals or lodging
on your business premises.

Test 2. You furnish the meals or lodging
for your convenience.

Test 3. In the case of lodging (but not
meals), your employees must accept
the lodging as a condition of their
employment. This means they must
accept the lodging to allow them to
properly perform their duties.

If an employee can choose to receive ad-
ditional pay instead of meals or lodging, you
must include the value of the meals or lodging
in the employee’s income.

Test 1—On Your Business
Premises

This generally means the place of employ-
ment. For example, meals and lodging you fur-
nish to a household employee in your private
home are furnished on your business prem-
ises. Similarly, meals you furnish to cowhands
while herding cattle on land you lease or own
are furnished on your business premises.

Test 2—For Your Convenience
Whether you furnish meals or lodging for your
convenience as an employer depends on all
the facts and circumstances. You furnish the
meals or lodging to your employee for your
convenience if you do this for a substantial
business reason other than to provide the em-
ployee with additional pay. A written state-
ment that the meals or lodging are for your
convenience is not sufficient. See Substantial
nonpay reasons next for situations that are
considered substantial nonpay business
reasons.

If you have a substantial nonpay business
reason for furnishing meals or lodging, they
are furnished for your convenience, even if a
law or an employment contract provides that
they are furnished as pay.

However, if you do not have a substantial
nonpay business reason for furnishing them,
you must include the value as additional in-
come to the employee. For example, meals
furnished to employees to promote goodwiill,
to boost morale, or to attract prospective em-
ployees must be included as income to your
employees.
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Substantial nonpay reasons. The following
meals are furnished for a substantial nonpay
business reason:

1) Meals you furnish during working hours
so your employee will be available for
emergency calls during the meal period.
However, you must be able to show that
emergencies have occurred or can rea-
sonably be expected to occur.

2
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Meals you furnish during working hours
because the nature of your business re-
stricts your employee to a short meal pe-
riod (such as 30 or 45 minutes), and the
employee cannot be expected to eat
elsewhere in such a short time. For exam-
ple, meals can qualify if the peak work-
load occurs during the normal lunch hour.
But if the reason for the short meal period
is to allow the employee to leave earlier in
the day, the meal will not qualify.

3
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Meals you furnish during work hours be-
cause your employee could not otherwise
eat proper meals within a reasonable pe-
riod of time. For example, meals can
qualify if there are insufficient eating facil-
ities near the place of employment.

4) Meals you furnish to restaurant or other
food service employees, for each meal
period in which they work, if you furnish
the meals during, immediately before, or
immediately after work hours. For exam-
ple, if a waitress works through the break-
fast and lunch periods, you can exclude
from her income the value of the break-
fast and lunch you furnish in your restau-
rant for each day she works.

5

~

Meals you furnish immediately after work-
ing hours that you would have furnished
during working hours for a substantial
nonpay business reason, but because of
the work duties were not eaten during
working hours.

6

~

Meals you furnish to all employees at
your place of business if substantially all
of your employees are furnished meals
for a substantial nonpay business reason.

Meals furnished on nonworkdays or with
lodging. The value of meals you furnish on
any nonworkday is normally not furnished for
your convenience. However, if your employ-
ees must occupy lodging on your business
premises as a condition of employment, as
discussed later under Test 3—Lodging Re-
quired As a Condition of Employment, do not
treat the value of any meal you furnish on the
business premises as income.

Meals with a charge. The fact that you
charge for the meals and that the employee
may accept or decline the meals, is not taken
into account in determining whether meals are
furnished for your convenience.

If you furnish meals for which you charge
the employees a flat amount, do not include
the flat amount you charge in your employees’



income. This does not depend on the employ-
ees’ acceptance of the meals. You have to in-
clude the actual value of the meals in your em-
ployees’ income if Test 1 and Test 2 are not
met.

If you charge your employees a flat
amount for meals and you have to include the
value in your employees’ income, include the
value whether it is more or less than the
amount you charged. If there is no evidence to
indicate otherwise, the value of the meals is
the amount you charged for them.

Test 3—Lodging Required As a
Condition of Employment

This means that you require your employees
to accept the lodging because they need to
live on your business premises to be able to
properly perform their duties. Examples in-
clude employees who must be available at all
times and employees who could not perform
their required duties without being furnished
the lodging.

It does not matter whether you must fur-
nish the lodging as pay under the terms of an
employment contract, or a law fixing the terms
of employment.

You may furnish the lodging to your em-
ployees with or without a charge. If you charge
a flat amount for lodging whether or not the
employee accepts it, do not include the flat
charge in the employee’s gross income.
Whether the value of the lodging is income de-
pends on whether Tests 1, 2, and 3 are all
met. If any one of these tests is not met, you
must include the value of the lodging in your
employees’ income whether it is more or less
than the amount you charged for it. If no evi-
dence indicates otherwise, treat the value of
the lodging as the amount you charged for it.

Examples

These examples will help you determine
whether to include in your employees’ income
the value of meals or lodging you furnish to
them.

Example 1 (Meals). You operate a restau-
rant business. You furnish your employee,
Carol, who is a waitress working 7 a.m. to 4
p.m., two meals during each workday. You en-
courage but do not require Carol to have her
breakfast on the business premises before
starting work. She must have her lunch on the
premises. Since Carol is a food service em-
ployee and works during the normal breakfast
and lunch periods, do not include the value of
her breakfast and lunch in her income.

Example 2 (Meals on nonworkdays).
You also allow Carol to have meals on your
business premises without charge on her days
off. You must include the value of these meals
in her income.

Example 3 (Meals). Frank is a bank teller
who works from 9 a.m. to 5 p.m. The bank fur-
nishes his lunch without charge in a cafeteria
the bank maintains on its premises. The bank
furnishes these meals to Frank to limit his
lunch period to 30 minutes, since the bank’s
peak workload occurs during the normal lunch
period. If Frank got his lunch elsewhere, it
would take him much longer than 30 minutes,

and the bank strictly enforces the time limit.
The bank does not include the value of these
meals in Frank’s income.

Example 4 (Meals). A hospital maintains
a cafeteria on its premises where all of its 230
employees may get meals at no charge during
their working hours. The hospital furnishes
meals to have 210 employees available for
emergencies. Each of these employees is at
times called upon to perform services during
the meal period. Although the hospital does
not require these employees to remain on the
premises, they rarely leave the hospital during
their meal period. Since the hospital furnishes
meals to most of its employees to have each
of them available for emergency call during
their meal periods, the hospital does not in-
clude the value of these meals in the income
of any of its employees.

Example 5 (Lodging). A hospital gives
Joan, an employee of the hospital, the choice
of living at the hospital free of charge or living
elsewhere and receiving a cash allowance in
addition to her regular salary. If Joan chooses
to live at the hospital, the hospital must in-
clude the value of the lodging in her income
because she is not required to live at the hos-
pital to properly perform the duties of her
employment.

4.
Fringe Benefits

Important Change for
1997

Nondiscrimination rules. Nondiscrimination
rules apply to the exclusion of certain fringe
benefits from the income of highly compen-
sated employees. For tax years beginning af-
ter 1996, the definition of “highly compen-
sated employee " has changed. For more
information, see Nondiscrimination rules
under Exclusion of Certain Fringe Benefits,
later.

Introduction

This chapter gives general information on
fringe benefits and fringe benefit valuation
rules. However, it does not cover all the ex-
ceptions to these rules, or the rules that apply
to the use of an aircraft. For more information,
see section 1.61-21 of the Income Tax
Regulations.

Topics
This chapter discusses:

* The definition of fringe benefits
* The general valuation rule
e Special valuation rules

e Exclusion of fringe benefits from
employee income

Useful Iltems
You may want to see:

Publication
015 Circular E, Employer's Tax Guide
0521 Moving Expenses

See chapter 17 for information about get-
ting these publications.

Definition

A fringe benefit is a form of pay provided to
any person for the performance of services by
that person. For these rules, treat a person
who agrees not to perform services (such as
under a covenant not to compete) as perform-
ing services.

Fringe benefits you may provide include:

1) The use of acar,
2) Flights on airplanes,
3) Discounts on property or services,

4) Memberships in country clubs or other
social clubs, and

5) Tickets to entertainment or sporting
events.

Provider of fringe benefit. You are the pro-
vider of a fringe benefit if it is provided for ser-
vices performed for you. You may be the pro-
vider of the benefit even if it was provided by
another person. For example, you are the pro-
vider of a fringe benefit your client or customer
provides to your employee for services the
employee performs for you.

You do not have to be the employer of the
recipient to be the provider of a fringe benefit.
For example, you may provide fringe benefits
to an independent contractor as a client or
customer of the contractor.

Recipient of benefit. Your employee or an-
other person who performs services for you is
the recipient of a fringe benefit provided for
those services. Your employee may be the re-
cipient of the benefit even if it is provided to
someone who did not perform services for
you. For example, your employee is the recipi-
ent of a fringe benefit you provide to a mem-
ber of the employee’s family.

The recipient does not have to be your em-
ployee. For example, the recipient may be a
partner, director, or independent contractor.
In this chapter, the term “employee” includes
any recipient of a fringe benefit unless stated
otherwise.

Including benefits in pay. Unless the law
says otherwise, you must include fringe bene-
fits in an employee’s gross income as wages.
The benefits are subject to income and em-
ployment taxes.

You and your employees will generally use
the general valuation rule, discussed later, to
figure the amount of a fringe benefit to include
in your employees’ income. However, you and
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your employees can use special rules to value
certain fringe benefits. For more information,
see Special Valuation Rules, later.

Deducting the cost. Even though you in-
clude an amount for noncash fringe benefits in
an employee’s gross income as wages, you
cannot deductthat amount as wages. But you
can deduct the costs you incurred to provide
the benefit. You may be able to take an ex-
pense or depreciation deduction. For exam-
ple, if a noncash fringe benefit you provide to
your employee is property you lease, you must
include the amount (value) of the benefit in the
employee’s wages, but you cannot deduct
that amount as wages. However, you may be
able to deduct the rent as a business
expense.

When fringe benefits are treated as paid.
You may choose to treat certain noncash
fringe benefits as paid by the pay period, or by
the quarter, or on any other basis you choose
as long as you treat the benefits as paid at
least as often as once a year. However, this
choice does not apply to fringe benefits that
involve the transfer of personal property nor-
mally held for investment or the transfer of
real property.

You do not have to make a formal choice
of payment dates or notify the IRS of the dates
you choose. You do not have to use the same
time period for all employees. You may
change methods as often as you like, as long
as you treat all benefits provided in a calendar
year as paid by December 31 of that year.
However, you may be able to use the special
accounting rule, discussed later, for fringe
benefits you actually provide during Novem-
ber and December.

Multiple dates for one benefit. You can
treat a taxable noncash fringe benefit as paid
on one or more dates in the same calendar
year even if the employee receives the entire
benefit at one time. For example, if you pro-
vide your employee with a fringe benefit on
March 31 that you value at $1,000, you can
treat the $1,000 as though it had been pro-
vided equally over 4 quarters and paid on
March 31, June 30, September 30, and De-
cember 31.

Accounting period. You have the option to
report taxable noncash fringe benefits by us-
ing either of the following rules:

1) The general rule: value the benefit for a
full calendar year (January 1 - December
31), or

2) The special accounting period rule (dis-
cussed next).

Special accounting period rule. Instead
of reporting fringe benefits on a calendar year
basis, you may choose to use a special ac-
counting period rule. However, this choice
does not apply to fringe benefits that involve
the transfer of personal property normally
held for investment or the transfer of real
property.

Under the special accounting period rule,
you can treat the value of benefits you actually
provide in the last 2 months of the calendar
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year (or any shorter period) as though you
paid them in the next year. To do this, add the
value of these benefits to the value of benefits
you provide in the first 10 months of the next
year.

Benefits you actually provide. Only the
benefits you actually provide during the last 2
months of a calendar year can be deferred un-
til the next year. For example, if you treat a
fringe benefit as provided equally over the
year, as discussed earlier under When fringe
benefits are treated as paid, you can defer
only the benefit you actually provide during
the last 2 months.

Use of special rule is optional. You can
use the rule for some fringe benefits and not
for others. The period of use need not be the
same for each fringe benefit. However, if you
use the special accounting period rule for a
particular benefit, use it for all employees who
receive that benefit.

If you use the special accounting period
rule, your employee must use it for the same
period. However, your employee can use it
only if you use it.

More information. For more information on
withholding from and reporting of taxable non-
cash fringe benefits, see Publication 15.

General
Valuation Rule

You generally must include in your employ-
ee’s gross income the amount by which the
fair market value of the fringe benefit is more
than the sum of:

1) Any amount the employee paid for the
benefit, and

2) Any amount the law excludes from
income.

However, you and your employees may use
special rules to value certain fringe benefits
(see Special Valuation Rules, later).

Fair market value (FMV). In general, you de-
termine the FMV of a fringe benefit on the ba-
sis of all the facts and circumstances. Specifi-
cally, the FMV of a fringe benefit is the amount
your employee would have to pay a third party
to buy or lease the particular fringe benefit.

Neither the amount the employee consid-
ers to be the value of the fringe benefit nor the
cost you incur to provide the benefit deter-
mines its FMV.

If the law excludes a fringe benefit cost
from income, do not include in the employee’s
gross income the difference between the FMV
and the excludable cost of that fringe benefit.
If the law excludes a limited amount of the
cost, however, include the FMV of the fringe
benefit that is due to any excess cost.

Employer-provided vehicles. In general, the
value of an employer-provided vehicle is the
amount the employee would have to pay a
third party to lease the same or a similar vehi-
cle on the same or comparable terms in the

same geographic area where the employee
uses the vehicle. Do not determined the value
by multiplying the cents-per-mile rate times
the number of miles driven unless your em-
ployee can prove the vehicle could have been
leased on a cents-per-mile basis. A compara-
ble lease term would be the amount of time
the vehicle is available for your employee’s
use, such as a 1-year period.

Special
Valuation Rules

You may be able to use special valuation rules
instead of the general valuation rule to value
certain fringe benefits, including the use of
any vehicle or eating facility you provide. The
special valuation rules include the:

1) Automobile lease rule,

2) Vehicle cents-per-mile rule,

3) Commuting rule, and

4) Employer-operated-eating-facility rule.

Conditions for use. When reporting fringe
benefits, you can choose to use any of the
special rules. However, neither you nor your
employee may use a special rule to value any
benefit, unless one of the following conditions
is met:

1) You treat the value of the benefit as
wages for reporting purposes by the due
date of the return (including extensions)
for the tax year you provide the benefit,

2
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Your employee includes the value of the
benefit in income by the due date of the
return for the year the employee receives
the benefit,

3

=

Your employee is not a control employee
as defined later under Commuting Rule,
or

4) You demonstrate a good faith effort to
treat the benefit correctly for reporting
purposes.

Using the special rules. All of the following
apply when you use the special rules.

1) If you use one of the special rules to
value a benefit you provide to your em-
ployee, the employee can use a special
rule. In that case, however, the employee
must use the same special rule that you
use unless you do not treat the value of
the benefit as wages for reporting pur-
poses by the due date of the return (in-
cluding extensions) and one of the condi-
tions just listed in items 2 through 4 is
met. In any case, the employee can use
the general valuation rule discussed
earlier.

2
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If you and your employee properly use a
special rule, your employee must include
in gross income the value you determine
under the rule, minus any amount he or
she paid you and any amount excluded
by law from gross income. You and your



employee can use the special rules to de-
termine the amount the employee owes
you.

3

~

If you provide vehicles to more than one
employee, you do not have to use the
same special rule for each employee. If
you provide a vehicle for use by more
than one employee (for example, an em-
ployer-sponsored van pool), you can use
any special rule. However, you must use
that rule for all employees who share use
of the vehicle.

4) You can use the formulas in the special
rules only with those rules. When you
properly apply a special rule to a fringe
benefit, the IRS will accept the value you
calculated as the FMV of that fringe ben-
efit. However, if you do not properly apply
a special rule, or if you use a special rule
but are not entitled to do so, determine
the FMV of the fringe benefit under the
general valuation rule.

More information. For more information on
special rules, including those (such as the
rules for aircraft) not discussed in this chapter,
see section 1.61-21(c) of the Income Tax
Regulations.

Automobile Lease Rule
If you provide an employee with an automo-
bile for an entire calendar year, you can use
the automobile’s annual lease value to value
the benefit. If you provide an employee with
an automobile for less than an entire calendar
year, the value of the benefit is either a pro-
rated annual lease value or the daily lease
value (discussed later). Include the lease
value in the employee’s gross income unless
itis excluded by law.

For this rule, automobile means any four-
wheeled vehicle manufactured primarily for
use on public streets, roads, and highways.

Benefits excluded for business use. If your
employee uses the automobile for business,
he or she may qualify to exclude part of the
lease value as a working condition fringe ben-
efit. Reduce the amount of the lease value you
include in your employee’s gross income by
any working condition fringe benefit. See
Working Condition Fringe under Exclusion of
Certain Fringe Benefits, later in this chapter.

Benefits excluded for certain vehicles.
These valuation rules do not apply to fringe
benefits you can exclude for the use of certain
vehicles. See Qualified Nonpersonal Use Ve-
hicles under Working Condition Fringe, later.

Annual Lease Value
Generally, you figure the annual lease value of
an automobile as follows:

1) Determine the FMV of the automobile
(discussed later) on the first date the au-
tomobile is available to any employee for
personal use.

2) Using the following Annual Lease Value
Table, read down column 1 until you

come to the dollar range within which the
FMV of the automobile falls. Then read
across to column 2 to find the annual
lease value.

Annual Lease Value Table

Annual

Lease

Automobile fair market value _Value

(1) (2

$Ot0999 .o $ 600
1,000t01,999 ...ttt 850
2,000t02,999 ...t 1,100
3,000t03,999 ....cciiiiii 1,350
4,000t04,999 ...ttt 1,600
5,000t05,999 ..ottt 1,850
6,000t06,999 ..ottt 2,100
7,000t07,999 ... 2,350
8,000t08,999 .....ccviiiiii 2,600
9,000t09,999 ...ttt 2,850
10,000 to 10,999 ... 3,100
11,000 t0 11,999 ... 3,350
12,000 to 12,999 ... 3,600
13,000 to 13,999 ... 3,850
14,000 to 14,999 ... 4,100
15,000 to 15,999 4,350
16,000t016,999 ... 4,600
17,000t0 17,999 ... 4,850
18,000t018,999 ... .ot 5,100
19,000t019,999 ... .ot 5,350
20,000t020,999 .....oiiiiiiii 5,600
21,000t021,999 ....oiiiiiii e 5,850
22,000t022,999 ....oiiiiii 6,100
23,000t023,999 ....oiiiiiiii 6,350
24,000 to 24,999 6,600
25,000 to 25,999 ... 6,850
26,000 t0 27,999 ... 7,250
28,000t0 29,999 ... 7,750
30,000 to0 31,999 ... 8,250
32,000 t0 33,999 ... 8,750
34,000 to 35,999 9,250
36,000 to 37,999 9,750
38,000t039,999 ......oiiiiiiii 10,250
40,000t041,999 .....oiiiiiii 10,750
42,000t043,999 ....oiiiiii 11,250
44,000t045,999 ...ttt 11,750
46,000t047,999 ....ooiiiiii 12,250
48,000t049,999 ...ttt 12,750
50,000t051,999 ......oiiiiii 13,250
52,000t053,999 ......oiiiiiiii 13,750
54,000 to 55,999 ... 14,250
56,000 t0 57,999 ... 14,750
58,000t059,999 ..o 15,250

For vehicles with a FMV of more than
$59,999, the annual lease value equals: (0.25
x the FMV of the automobile) + $500.

Fair market value. The FMV of the automo-
bile is the amount a person would pay to buy it
from a third party in the area in which the vehi-
cle is bought or leased. That amount includes
sales tax and title fees.

If you have 20 or more automobiles, see
section 1.61-21(d)(5)(v) of the Income Tax
Regulations.

You do not have to include the FMV of a
telephone or any specialized equipment

added to, or carried in, the automobile if the
equipment is necessary for your business.
However, include the value of specialized
equipment in the FMV if the employee to
whom the automobile is available uses the
specialized equipment in a trade or business
other than yours.

Your cost for either buying or leasing the
automobile does not determine the FMV of
the automobile. However, see Safe-harbor
value, next.

Safe-harbor value. You can use the safe-
harbor value as the FMV. For an automobile
you bought at arm’s length, the safe-harbor
value is your cost, including tax, title, and
other purchase expenses. You cannot have
been the manufacturer of the vehicle.

For an automobile you lease, the safe-har-
bor value is:

1) The manufacturer’s invoice price (includ-
ing options) plus 4%,

2) The manufacturer’s suggested retail
price less 8% (including sales tax, title,
and other expenses of purchase), or

3) The retail value of the automobile re-
ported by a nationally recognized pricing
source.

Items included in annual lease value table.
Each annual lease value in the table includes
the FMV of maintenance and insurance ser-
vices for the automobile. Do not reduce this
value by the FMV of any of these services that
you did not provide. For example, do not re-
duce the annual lease value by the FMV of a
maintenance service contract or insurance
you did not provide. However, you can take
into account the services actually provided for
the automobile by using the general valuation
rule.

Items not included. The annual lease val-
ues do not include the FMV of fuel you provide
to employees for personal use, regardless of
whether you provide it, reimburse its cost, or
have it charged to you. You must include the
value of the fuel separately in your employees’
income. You can value fuel you provided at
FMV or at 5.5 cents per mile for all miles
driven by the employee. However, you cannot
value at 5.5 cents per mile fuel you provide for
miles driven outside the United States (includ-
ing its possessions and territories), Canada,
and Mexico.

If you reimburse an employee for the cost
of fuel, or have it charged to you, you gener-
ally value the fuel at the amount you reim-
burse, or the amount charged to you if it was
bought at arm’s length. If you have 20 or more
automobiles, see section 1.61-21(d)(5)(v) of
the Income Tax Regulations.

If you provide any service (other than
maintenance and insurance) for an automo-
bile, you must add the FMV of that service to
the annual lease value of the automobile in
determining the value of the benefit.

Consistency rules. If you adopt the automo-
bile lease rule:

1) You must adopt it by the first day you
make the automobile available to one of
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your employees for personal use. How-
ever, if you adopt the commuting rule
(discussed later) when you first make the
automobile available to your employee
for personal use, you can change to the
automobile lease rule on the first day for
which you do not use the commuting rule.

2) You must use the rule for all later years in
which you make the automobile available
to any employee, except that for any year
during which use of the automobile quali-
fies, you can use the commuting rule.

3) You must continue to use the rule if you
provide a replacement automobile to your
employee and your primary reason for the
replacement is to reduce federal taxes.

4-year lease term. The annual lease values
in the table are based on a 4-year lease term.
These values will generally stay the same for
the period that begins with the first date you
use this special rule for the automobile and
ends on December 31 of the 4th full calendar
year following that date.

Figure the annual lease value for each
later 4-year period by determining the FMV of
the automobile on January 1 of the first year of
the later 4-year period and selecting the
amount in column 2 of the table that corre-
sponds to the appropriate dollar range in col-
umn 1.

Using the special accounting period
rule. If you use the special accounting period
rule, discussed earlier, you can figure the an-
nual lease value for each later 4-year period at
the beginning of the special accounting period
that starts immediately before the January 1
date described in the previous paragraph.

For example, assume that you use the
special accounting period rule and that begin-
ning on November 1, 1995, the special ac-
counting period is November 1 to October 31.
You elect to use the automobile lease valua-
tion rule as of January 1, 1996. You can
refigure the annual lease value on November
1, 1999, rather than on January 1, 2000.

Transferring an automobile from one em-
ployee to another. Unless the primary pur-
pose of the transfer is to reduce federal taxes,
you can refigure the annual lease value based
on the FMV of the automobile on January 1 of
the calendar year of transfer.

However, if you use the special accounting
period rule, you can refigure the annual lease
value (based on the FMV of the automobile) at
the beginning of the special accounting period
in which the transfer occurs. If you do not
refigure the annual lease value, your em-
ployee cannot refigure it.

Prorated annual lease value. If you provide
an automobile to your employee for continu-
ous periods of 30 or more days but less than
an entire calendar year, you can prorate the
annual lease value. Figure the prorated an-
nual lease value by multiplying the annual
lease value by a fraction, using the number of
days of availability as the numerator and 365
as the denominator.
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If you provide an automobile continuously
for at least 30 days, but the period covers 2
calendar years (or 2 special accounting peri-
ods if you are using the Special accounting
period rule, discussed earlier), you can use
the prorated annual lease value or the daily
lease value.

If an automobile is unavailable to the em-
ployee because of his or her personal reasons
(for example, if the employee is on vacation),
you cannot take into account the periods of
unavailability when you use a prorated annual
lease value.

You cannot use a prorated annual
lease value if the reduction of federal
LYOITER] tax is the main reason the automobile
is unavailable.

Daily lease value. If you provide an automo-
bile for continuous periods of one or more but
less than 30 days, use the daily lease value to
figure its value. Figure the daily lease value by
multiplying the annual lease value by a frac-
tion, using four times the number of days of
availability as the numerator and 365 as the
denominator.

However, you can apply a prorated annual
lease value for a period of continuous availa-
bility of less than 30 days by treating the auto-
mobile as if it had been available for 30 days.
Use a prorated annual lease value if it would
result in a lower valuation than applying the
daily lease value to the shorter period of
availability.

Vehicle Cents-Per-Mile Rule

You can use the vehicle cents-per-mile rule if
you provide an employee with a vehicle that:

1) You reasonably expect will be regularly
used in your trade or business throughout
the calendar year (or for a shorter period
during which you own or lease it), or

2) Meets the Mileage rule requirements dis-
cussed later.

Under this cents-per-mile rule, you value the
benefit using the standard mileage rate multi-
plied by the total miles the employee drives
the vehicle for personal purposes. For 1996,
this rate is 31 cents per mile.

Determine whether a vehicle is regularly
used in your trade or business on the basis of
all the facts and circumstances. A vehicle is
regularly used in a trade or business if it meets
one of the following conditions.

1) Atleast 50% of the vehicle’s total annual
mileage is for that trade or business, or

2) You sponsor a commuting pool that gen-
erally uses the vehicle each workday to
drive at least 3 employees to and from
work.

Infrequent business use of the vehicle,
such as for occasional trips to the airport or
between your multiple business premises, is
not regular use of the vehicle in your trade or
business.

Apply the standard mileage rate to per-
sonal miles, but disregard business miles. For

example, if your employee drives 20,000 per-
sonal miles and 35,000 business miles in
1996, the personal use value of the vehicle is
$6,200 (20,000 x 0.31).

Personal use is any use of the vehicle
other than use in your trade or business.

For the vehicle cents-per-mile rule, a vehi-
cle is any motorized wheeled vehicle, includ-
ing an automobile, manufactured primarily for
use on public streets, roads, and highways.

Mileage rule. If you provide an employee with
a vehicle you do not expect the employee to
use regularly in your trade or business but that
meets the mileage rule, you can use the
cents-per-mile method to value the benefit. A
vehicle meets the mileage rule for a calendar
year if:

1) Itis actually driven at least 10,000 miles
in that year, and

2) Itis used during the year primarily by
employees.

Consider the vehicle used primarily by em-
ployees if they use it consistently for commut-
ing. For example, if only one employee uses a
vehicle during the year and that employee
drives the vehicle at least 10,000 miles in that
calendar year, the vehicle meets the mileage
rule even if all miles driven by the employee
are personal. Do not treat use of the vehicle
by an individual (other than the employee)
whose use would be taxed to the employee as
use by the employee. If you own or lease the
vehicle only part of the year, reduce the
10,000 mile requirement proportionately.

Iltems included in cents-per-mile rate. The
cents-per-mile rate includes the FMV of main-
tenance and insurance for the vehicle. Do not
reduce the rate by the FMV of any service in-
cluded in the rate that you did not provide.
However, you can take into account the ser-
vices actually provided for the vehicle by using
the general valuation rule.

For miles driven in the United States, its
territories and possessions, Canada, and
Mexico, the cents-per-mile rate includes the
FMV of fuel you provide. If you do not provide
fuel, you can reduce the rate by no more than
5.5 cents.

For miles driven outside the United States,
Canada, and Mexico, the cents-per-mile rate
does not include the FMV of fuel you provide.
Accordingly, you can reduce the cents-per-
mile rate, but by no more than 5.5 cents.

If you provide the fuel, value it based on all
the facts and circumstances. If you reimburse
the employee for the cost of fuel, the FMV of
the fuel is generally the amount you reimburse
if the fuel was bought at arm’s length. If you al-
low the employee to charge it to you, the FMV
is the amount charged if the fuel was bought
at arm’s length.

Consistency rules. If you adopt the cents-
per-mile rule:

1) You must adopt it by the first day you
make the automobile available to one of
your employees for personal use. How-
ever, if you adopt the commuting rule



(discussed later) when you first make the
automobile available to your employee
for personal use, you can change to the
cents-per-mile rule on the first day for
which you do not use the commuting rule.

2) You must use the rule for all later years in
which you make the automobile available
to any employee, except that for any year
during which use of the automobile quali-
fies, you can use the commuting rule.

3) You must continue to use the rule if you
provide a replacement automobile to your
employee and your primary reason for the
replacement is to reduce federal taxes.

If the vehicle does not qualify for the cents-
per-mile rule during a later period, you can
adopt any other special rule for which the ve-
hicle then qualifies. If you use the automobile
lease rule (discussed earlier), treat the first
day on which an automobile no longer quali-
fies for the cents-per-mile rule as the first day
on which the automobile is available to your
employee for personal use.

When you cannot use the cents-per-mile
rule.

You cannot determine the value of
A the use of an automobile under the
YAl vehicle cents-per-mile rule if the FMV

of the automobile is more than $15,400 in
1996.

Commuting Rule

Under this rule, the value of the commuting
use of a vehicle you provide is $1.50 per one-
way commute (that is, from home to work or
from work to home) for each employee who
commutes in the vehicle.

The term vehicle means any motorized
wheeled vehicle, including an automobile,
manufactured primarily for use on public
streets, roads, and highways.

You can use this special rule to figure com-
muting value if you and your employee meet
all the following requirements.

1) You own or lease the vehicle and provide
it to one or more employees for use in
your trade or business.

2
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For bona fide noncompensatory business
reasons, you require the employee to
commute in the vehicle.

3
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You establish a written policy under
which you do not allow employees to use
the vehicle for personal purposes, other
than for commuting or de minimis per-
sonal use (such as a stop for a personal
errand on the way between a business
delivery and the employee’s home).

4
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Your employee does not use the vehicle
for personal purposes, other than com-
muting and de minimus personal use.

5

~

If this vehicle is an automobile, the em-
ployee who must use it for commuting is
not a control employee (defined later).

Personal use of a vehicle is all use that is
not for your trade or business. An employer-

provided vehicle generally used to carry at
least three employees to and from work in an
employer-sponsored commuting pool meets
requirements (1) and (2) above.

If the vehicle is a chauffeur-driven vehicle,
you cannot use the commuting valuation rule
for any passenger. However, you can use it to
value the commuting use of the chauffeur.

Control employees. A control employee of a
nongovernment employer is any employee
who:

1) Is a board- or shareholder-appointed,
confirmed, or elected officer of the em-
ployer and whose pay is $66,000 or more,

2) Is a director of the employer,

3) Receives pay of $135,000 or more from
the employer, or

4) Owns a 1% or more equity, capital, or
profits interest in the employer.

Any individual who owns (or is considered
to own under section 318(a) of the Internal
Revenue Code or principles similar to section
318(a) for entities other than corporations)
1% or more of the FMV of an entity (the
“owned entity”) is considered a 1% owner of
all other entities grouped with the owned en-
tity under the rules of section 414(b), (c), (m),
or (0). An employee who is an officer or direc-
tor of an employer is considered an officer or
director of all entities treated as a single em-
ployer under section 414(b), (c), (m), or (0).

A control employee of a government em-
ployer is any:

1) Elected official, or

2) Employee whose pay is at least as much
as that paid to a federal government em-
ployee at Executive Level V. For 1996,
this amount is $108,200.

For the commuting rule, the term “govern-
ment” includes any federal, state, or local
governmental unit and any of their agencies or
instrumentalities.

Commuting because of unsafe conditions.
The value of the commuting use of employer-
provided transportation is $1.50 for a one-way
commute if:

1) Your employee is a qualified employee
(defined later),

2) The employee does not use the transpor-
tation for personal purposes other than
commuting because of unsafe
conditions,

You provide transportation solely be-
cause of unsafe conditions to your em-
ployee who would ordinarily walk or use
public transportation for commuting, and

You establish a written policy under
which the transportation is not provided
for your employee’s personal purposes
other than for commuting because of un-
safe conditions and your practice follows
the established policy.

3

~

4

=

Unsafe conditions. Unsafe conditions ex-
ist if, under the facts and circumstances, a

reasonable person would consider it unsafe
for the employee to walk or use public trans-
portation at the time of day the employee must
commute. One factor indicating whether it is
unsafe is the history of crime in the geo-

graphic area surrounding the employee’s
workplace or home at the time of day the em-
ployee commutes.

Employer-provided transportation. Em-
ployer-provided transportation is local trans-
portation by a vehicle bought by you from an
unrelated person to transport your qualified
employee to or from work. It includes trans-
portation by a vehicle bought by the employee
and reimbursed by you. Amounts you give to
an employee under a bona fide reimburse-
ment arrangement to cover the cost of
purchasing transportation, such as hiring a
cab, are employer-provided transportation.

Qualified employee. A qualified em-
ployee is one who:

1) Performs services during the current
year,

2
3

~

Is paid on an hourly basis,

~

Is not claimed under section 213(a)(1) of
the Fair Labor Standards Act of 1938 (as
amended) to be exempt from the mini-
mum wage and maximum hour
provisions,

4

=z

Is within a classification for which you ac-
tually pay, or specify in writing you will
pay, overtime pay equal to or exceeding
one and one-half times the regular rate
provided in section 207 of the 1938 Act,
and

5) Does not receive pay of more than
$66,000 from you in 1996.

Trip-by-trip determination. This special
valuation rule applies on a trip-by-trip basis. If
you and your employee fail to meet the re-
quirements for any trip, use the FMV of the
transportation to determine the amount to in-
clude in the employee’s income. Otherwise,
the value is $1.50 for each one-way trip.

Employer-Operated-Eating-
Facility Rule

If you must include the value of meals in an
employee’s gross income, determine the
amount to include under the general valuation
rule. If you provide the meals at an employer-
operated eating facility, see the discussions
following the definition of that facility, next. For
situations where an employee does not have
to include the value of meals in gross income,
see chapter 3 and the discussion under De
Minimis (Minimal) Fringe, later.

Employer-operated eating facility. An em-
ployer-operated eating facility for employees
is a facility that meets all the following
conditions.

1) You own or lease the facility.
2) You operate the facility.

3) The facility is on or near your business
premises.
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4) You provide the meals at the facility dur-
ing, orimmediately before or after, your
employee’s workday.

You are considered to operate the eating
facility if you have a contract with another to
operate it. Meals means food, drinks, and re-
lated services provided at the facility.

Total meal value rule. To figure the value of
an employee’s meal provided at an employer-
operated eating facility, first determine the to-
tal meal value. The total meal value is 150%
of the direct operating costs of the eating facil-
ity. This total meal value is considered the
value of all meals provided at that facility for
employees during the calendar year.

Direct operating costs. The direct oper-
ating costs of an eating facility are the costs of
food and drinks and the cost of labor for per-
sonnel performing services relating to the fa-
cility primarily on the eating facility premises.
For example, the labor costs for cooks, wait-
ers, and waitresses are included in direct op-
erating costs.

Do not include in direct operating
A costs the labor cost for a manager of
YOIER] an eating facility who does not prima-

rily perform services on the eating facility
premises.

Determining the taxable value. After you de-
termine the total meal value, you can figure
the taxable value of these meals in either of
two ways. You can figure the individual meal
subsidy or allocate the total meal subsidy.
However, you can use the individual meal sub-
sidy only if there is a charge for each meal,
and the price charged each employee is the
same for any given meal.

Individual meal subsidy. Figure the indi-
vidual meal subsidy by multiplying the price
charged for a particular meal by a fraction, us-
ing the total meal value as the numerator and
the gross receipts of the eating facility for the
calendar year as the denominator. Then sub-
tract the amount paid by the employee for the
meal. The taxable value of meals provided to
a particular employee during a calendar year
is the total of the individual meal subsidies you
provide to that employee during the year.

Total meal subsidy. Instead of figuring
the individual meal subsidy, you can allocate
the total meal subsidy (total meal value less
the gross receipts of the facility) among em-
ployees in any manner reasonable under the
circumstances. It is presumed reasonable for
you to allocate the total meal subsidy on a per-
employee basis if you can show that you pro-
vided each employee with approximately the
same number of meals at the facility.

Exclusion of Certain
Fringe Benefits

Special rules allow you to exclude certain
fringe benefits you provide to an employee
from the employee’s gross income. The fringe
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benefits you can exclude under these rules
are:

1) A no-additional-cost service,

2) A qualified employee discount,
3) A working condition fringe,

4) A de minimis (minimal) fringe,

5) A qualified transportation fringe,

6) A qualified moving expense reimburse-
ment, and

7) Any athletic facility that meets certain
requirements.

These are not the only employee benefits
you can exclude from your employee’s in-
come. You can also exclude certain benefits
you provide through employee benefit pro-
grams. For more information, see chapter 5.

Nondiscrimination rules. You cannot ex-
clude a no-additional-cost service, a qualified
employee discount, or a meal provided at an
employer-operated eating facility from the
gross income of a highly compensated em-
ployee unless the benefit is available on the
same terms to:

1) Allyour employees, or

2) A group of your employees defined under
a reasonable classification you set up
that does not favor highly compensated
employees.

Meals provided at an employer-operated eat-
ing facility are discussed under De Minimis
(Minimal) Fringe.

If any benefit is discriminatory, include the
total cost of the benefit, not only the discrimi-
natory part, in the income of your highly com-
pensated employees.

Highly compensated employee. A highly
compensated employee is an employee who
during the current or preceding year:

1) Was a 5% owner of the employer,

2) Received more than $100,000 in pay
from the employer,

3) Received more than $66,000 in pay from
the employer and was in the top 20% of
all employees when ranked by pay, or

4) Was at any time an officer of the em-
ployer and received more than $60,000 in

pay.

If no officer meets requirement (4), the highest
paid officer will be treated as a highly compen-
sated employee.

The definition of “highly compen-
A sated employee” has been changed.
[YYNTR] For tax years beginning after 1996, a

highly compensated employee is an em-
ployee who:

1) Was a 5% owner at any time during the
year or the preceding year, or

2) Received more than $80,000 in pay from
the employer for the preceding year.

When you apply requirement (2), you may
choose to include only employees who were

also in the top 20% of employees when
ranked by pay for the preceding year.

No-Additional-Cost Service

If you provide an employee with the same ser-
vice you offer to customers in the ordinary
course of the line of business in which the em-
ployee works, this service is a no-additional-
cost service. See the preceding discussion,
Nondiscrimination Rules, if the employee is
highly compensated. You do not include the
cost in the employee’s income if you do not
have any substantial additional costs to pro-
vide the service to the employee. To deter-
mine additional costs include lost revenue, but
do not reduce the costs you incur by any
amount the employees paid for this service.

Examples of these services are: excess
capacity airline, bus, or train tickets; hotel
rooms; or telephone services provided free or
at a reduced price to employees working in
those lines of business.

Generally, an employer's line of business
is determined by the Enterprise Standard In-
dustrial Classification Manual (ESIC Manual)
prepared by the Statistical Policy Division of
the U.S. Office of Management and Budget.

Reciprocal agreements. Your employees
can exclude the value of a no-additional-cost
service provided by an unrelated employer if
all the following apply.

1) The service is the same type of service
you generally provide to customers in
both the line of business in which your
employee works and the line of business
in which you provide the service.

2) You and the employer providing the ser-
vice have a written reciprocal agreement
under which a group of employees of
each employer, all of whom perform sub-
stantial services in the same line of busi-
ness, may receive no-additional-cost ser-
vices from the other employer.

3) Neither you nor the other employer incurs
any substantial additional cost (including
lost revenue) either in providing the ser-
vice or because of the written agreement.

Employee. For this fringe benefit, “em-
ployee” includes any:

1) Individual currently employed by you,

2) Individual who stopped working for you
because of retirement or disability,

3) Surviving spouse of an individual who
died while working for you or who
stopped working for you because of re-
tirement or disability, or

4) Partner who performs services for a
partnership.

Treat services you provide to the spouse
or dependent child of an employee as pro-
vided to the employee.

Treat any use of air transportation by the
parent of an employee as use by the em-
ployee. This rule does not apply to use by the



parent of a person considered an employee
because of item (3) above.

Dependent child. For this fringe benefit,
“dependent child” means any son, stepson,
daughter, or stepdaughter who is a dependent
of the employee, or both of whose parents
have died and who has not reached age 25.
Treat a child of divorced parents as a depen-
dent of both parents.

Qualified

Employee Discount

Gross income does not include the value of a
qualified employee discount. A qualified em-
ployee discount is a price reduction you give
an employee on certain property or services
you offer to customers in the ordinary course
of the line of business in which the employee
performs services. If the employee is highly
compensated, see Nondiscrimination rules,
the first discussion in this section.

However, a discount on real property
(such as a building or land) or on personal
property of a kind commonly held for invest-
ment (such as stocks or bonds) is not a quali-
fied employee discount. A qualified employee
discount also does not include any amount
that is more than the amount determined for
the following:

1) For property, your gross profit percent-
age times the price you charge custom-
ers for the property, and

2) For services, 20% of the price you charge
customers for the service.

Determine your gross profit percentage
based on all property you offer to customers
(including employee customers) in the ordi-
nary course of your line of business and your
experience during the tax year immediately
before the tax year in which the discount is
available. To figure your gross profit percent-
age, subtract the total cost of the property
from the total sales price of the property and
divide the result by the total sales price of the
property.

The term “employee” includes the same
individuals listed earlier under No-Additional-
Cost Service. Treat an employee who works
for a leased section of a department store as
an employee of the department store. Treat
an employee of the department store as an
employee of the leased section.

Working Condition Fringe
You can exclude from your employee’s gross
income (as a working condition fringe benefit)
the value of property or services you provide if
the employee could deduct them as a trade or
business, or depreciation expense if he or she
paid for them.

For this fringe benefit, “employee” in-
cludes any:

1) Individual currently employed by you,

2) Partner who performs services for the
partnership,

3) Director of your company, and

4) Independent contractor who performs
services for you.

However, an independent contractor who
performs services for you cannot exclude
from income the value of parking or consumer
goods that you provide for use in a product
testing program. Also, a director cannot ex-
clude from income the value of consumer
goods you provide for use in a product testing
program.

Vehicle-allocation rules. Generally, for an
employer-provided vehicle, the amount you
can exclude as a working condition fringe is
the amount that would be allowable as a quali-
fied business expense if paid by your em-
ployee. That is, if your employee uses the car
for business, as well as for personal use, the
value of the working condition fringe would be
the portion determined to be for business use
of the vehicle. See Business use of your carin
chapter 1.

However, instead of excluding the value of
the working condition fringe related to the
qualified car expense, you may include the en-
tire annual lease value in your employee’s
gross income. The employee can then claim
any allowable business car expense on his or
her personal income tax return.

The total inclusion option is only allowed if
you use the automobile lease rule (discussed
under Special Valuation Rules, earlier) to
value the fringe benefit for a vehicle you fur-
nish to your employee.

Educational assistance. To qualify as a
working condition fringe, the cost of the edu-
cation must be a job-related deductible ex-
pense by your employee. For more informa-
tion on deductible education expenses, see
Publication 508, Educational Expenses.

Outplacement services. You can exclude
the value of outplacement services provided
to an employee on the basis of need if you get
a substantial business benefit from the ser-
vices distinct from the benefit you get from the
payment of additional wages. Substantial ben-
efits include promoting a positive business im-
age, maintaining the remaining employees’
morale, avoiding wrongful termination suits,
and fostering a positive work atmosphere.

You cannot exclude the value of services
that do not qualify as a working condition
fringe because the employee can choose to
receive cash or taxable benefits in place of
the services. For example, if you maintain a
severance plan and permit employees to get
reduced severance pay with outplacement
services, include in an employee’s gross in-
come the difference between the unreduced
severance and the reduced severance pay-
ments. This amount also constitutes wages
for employment taxes and income tax
withholding.

Demonstrator cars. You can exclude the
value of the use of a demonstrator car by your
full-time auto salesperson if the use is prima-
rily to facilitate the services the salesperson
provided for you and there are substantial re-
strictions on personal use. For the definition of
full-time auto salesperson, see section 1.132—
5 of the Income Tax Regulations.

Qualified
Nonpersonal Use Vehicles

All of your employee’s use of a qualified non-
personal use vehicle qualifies as a working
condition fringe. You can exclude the value of
that use from your employee’s income. A
qualified nonpersonal use vehicle is any vehi-
cle the employee is not likely to use more than
minimally for personal purposes because of
its design. Qualified nonpersonal use vehicles
include:

1) Clearly marked police and fire vehicles,

2) Unmarked vehicles used by law enforce-
ment officers (explained later) if the use is
officially authorized,

3) An ambulance or hearse used for its spe-
cific purpose,

4) Any vehicle designed to carry cargo with
a loaded gross vehicle weight over
14,000 pounds,

5) Delivery trucks with seating for the driver
only, or driver plus a folding jump seat,

6) A passenger bus with a capacity of at
least 20 passengers used for its specific
purpose,

7) School buses, and

8) Tractors and other special purpose farm
vehicles.

Clearly marked police or fire vehicles. A
police or fire vehicle is a vehicle, owned or
leased by a governmental unit (or any of its
agencies or instrumentalities), that a police of-
ficer or fire fighter who is always on call must
use for commuting. The governmental unit
must prohibit any personal use (other than
commuting) of the vehicle outside the limit of
the police officer’s arrest powers or the fire
fighter’s obligation to respond to an emer-
gency. A police or fire vehicle is clearly
marked if, through a painted symbol or words,
it is easy to see the vehicle is a police or fire
vehicle. A marking on a license plate is not a
clear marking for this purpose.

Unmarked law enforcement vehicles. The
governmental agency or department that
owns or leases the vehicle and employs the
officer must authorize any personal use of an
unmarked law enforcement vehicle. The per-
sonal use must be necessary to help enforce
the law, such as being able to report directly
from home to a stakeout site or to an emer-
gency. Use for vacation or recreation trips is
not an authorized use.

Law enforcement officer. A law enforce-
ment officer is a full-time employee of a gov-
ernmental unit who is responsible for prevent-
ing or investigating crimes involving injury to
persons or property (including catching or de-
taining persons for these crimes). The law al-
lows these officers to:

1) Carryfirearms,
2) Execute search warrants, and

3) Make arrests (other than citizen’s
arrests).
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These officers regularly carry firearms ex-
cept when working undercover. A law en-
forcement officer includes an arson investiga-
tor if the investigator meets these
requirements.

Trucks and vans. A pickup truck or van is not
a qualified nonpersonal use vehicle unless
specially modified so it is not likely to be used
more than minimally for personal purposes.
The following are guidelines that a pickup
truck or van can meet to be a qualified nonper-
sonal use vehicle. Even if these guidelines are
not met, the vehicle may still qualify, based
upon the facts. In that case, contact your local
IRS for further guidance.

Pickup truck. A pickup truck with a loaded
gross vehicle weight not over 14,000 pounds
qualifies if clearly marked with permanently af-
fixed decals, special painting, or other adver-
tising associated with your trade, business, or
function. It must be either:

1) Equipped with at least one of the
following:

a) Hydraulic lift gate,
b) Permanent tanks or drums,

c) Permanent side boards or panels that
materially raise the level of the sides of
the truck bed, or

d) Other heavy equipment (such as an
electric generator, welder, boom, or
crane used to tow automobiles and
other vehicles), or

2) Used primarily to transport a particular
type of load (other than over the public
highways) in a construction, manufactur-
ing, processing, farming, mining, drilling,
timbering, or other similar operation for
which it was specially designed or signifi-
cantly modified.

Van. A van with a loaded gross vehicle
weight not over 14,000 pounds qualifies if
clearly marked with permanently affixed de-
cals, special painting, or other advertising as-
sociated with your trade, business, or func-
tion. It must have a seat for the driver only or
the driver and one other person, and either:

1) Permanent shelving that fills most of the
cargo area, or

2) The cargo area is open and the van al-
ways carries merchandise, material, or
equipment used in your trade, business,
or function.

Items Not Excludable
The following are some items you cannot ex-
clude from your employee’s income as work-
ing condition fringe benefits.

1) A service or property offered through a
flexible spending account. A flexible
spending account is an agreement that
gives employees over a time period a cer-
tain amount of unspecified noncash ben-
efits with a predetermined cash value.

2) Any item for which the employee does
not have the necessary substantiation to
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deduct as a trade, business, or deprecia-
tion expense.

3) Expenses the employee can deduct
under sections of the Internal Revenue
Code other than for trade or business ex-
penses or depreciation.

4) A physical examination program, whether
mandatory to some or all employees.

5) A cash payment you made to your em-
ployee unless you require your employee
to do all of the following:

a) Use the money for expenses that are
deductible in a specific or prearranged
activity as trade, business, or deprecia-
tion expenses,

b) Verify that he or she uses the money
for these expenses, and

¢) Return any unused money to you.

De Minimis (Minimal) Fringe

Gross income does not include the value of a
de minimis fringe benefit. This benefit is any
property or service you provide to an em-
ployee that has so little value (taking into ac-
count how frequently you provide similar ben-
efits to your employees) that accounting for it
would be unreasonable or administratively im-
practicable. Cash, no matter how little, is
never excludable as a de minimis fringe, ex-
cept as discussed next.

Examples of de minimis fringes include:

e Typing of a personal letter by a company
secretary,

e QOccasional personal use of a company
copying machine,

e QOccasional parties or picnics for employ-
ees and their guests,

e Occasional meal money or local transpor-
tation fare for employees working overtime
not based on hours worked and, for meals,
provided to enable the employee to work
overtime,

¢ Holiday gifts, other than cash, with a low
FMV,

e QOccasional tickets for entertainment
events,

¢ Coffee, doughnuts, or soft drinks furnished
to employees, and

¢ Group term life insurance payable on the
death of an employee’s spouse or depen-
dent if it is not more than $2,000.

The value of meals you provide to your
employees at an eating facility operated by
you is a de minimis fringe benefit only if the an-
nual revenue from the facility equals or ex-
ceeds the direct operating costs of the facility.
The meals must be available on substantially
the same terms to each member of a group of
employees (see Nondiscrimination rules, the
first discussion in this section, Exclusion of
Fringe Benefits). For more information, includ-
ing definitions of an employer-operated eating
facility and direct operating costs, see Em-
ployer-Operated-Eating-Facility Rule, the last

discussion in the preceding section, Special
Valuation Rules.

Qualified Transportation
Fringe

You can exclude qualified transportation
fringe benefits from the gross income of em-
ployees, up to certain limits. The following
benefits, which you can provide in any combi-
nation at the same time to an employee, are
qualified transportation fringe benefits:

1) Aride in acommuter highway vehicle if
the ride is between the employee’s home
and work place,

2) Atransit pass, and
3) Qualified parking.

Amounts you give to an employee for
these expenses under a bona fide reimburse-
ment arrangement are also excludable. Cash
reimbursements for transit passes qualify only
if a voucher or a similar item that the em-
ployee can exchange only for a transit pass is
not readily available for direct distribution by
you to your employee.

Benefit taxable if in place of pay. You can-
not exclude from an employee’s income any
qualified transportation fringe benefit that you
provide in place of pay that would have been
payable to the employee. This rule applies
even if state or local law requires you to offer
employees the choice of receiving the benefit
or higher pay.

Relation to other fringe benefits. You can-
not exclude a qualified transportation fringe
benefit under the de minimis or working condi-
tion fringe benefit rules. However, if you pro-
vide a local transportation benefit other than
by transit pass or commuter highway vehicle,
or to a person other than an employee as de-
fined later, you may be able to exclude all or
part of the benefit under other fringe benefit
rules (de minimis, working condition, etc.).

Commuter highway vehicle. A commuter
highway vehicle is any highway vehicle that
seats at least 6 adults (not including the
driver). In addition, you must reasonably ex-
pect that at least 80% of the vehicle mileage
will be for transporting employees between
their homes and work place, with your employ-
ees occupying at least one-half of the vehi-
cle’s seats (not including the driver’s).

Transit pass. A transit pass is any pass, to-
ken, farecard, voucher, or similar item entitling
a person, free of charge or at a reduced rate,
to ride:

e Mass transit, or

¢ In a vehicle that seats at least 6 adults (not
including the driver), if a person in the busi-
ness of transporting persons for pay or hire
operates it.

Mass transit may be publicly- or privately-op-
erated and includes bus, rail, or ferry.



Qualified parking. Qualified parking is park-
ing you provide to your employees on or near
your business premises. It also includes park-
ing on or near the location from which your
employees commute to work using mass
transit, commuter highway vehicles, or
carpools. It does not include parking at or near
your employee’s home.

Employee. You can provide qualified trans-
portation fringe benefits only to employees.
The definition of employee includes common-
law employees and other statutory employ-
ees, such as officers of corporations. Self-em-
ployed individuals, including partners, 2-per-
cent shareholders in S corporations, sole
proprietors, and other independent contrac-
tors are not employees for purposes of this
fringe benefit.

Exclusion Limits

For 1996, you may exclude from the gross in-
come of each employee up to:

1) $65 per month for combined commuter
highway vehicle transportation and
transit passes, and

2) $165 per month for qualified parking.

Excess benefits taxable. If for any month,
the fair market value of a benefit is more than
its limit, include in the employee’s wages only
the amount that is more than the limit, minus
any amount paid for the benefit by or for the
employee.

Example 1. Each month, you provide a
transit pass valued at $70 to your employee,
Tom Travis. Tom does not pay you for any part
of the pass. Because the value of the transit
pass exceeds the limit, for each month you
provide this pass you must include $5 in
Tom'’s wages for income and employment tax
purposes.

Example 2. Each month, you provide qual-
ified parking valued at $175 to Travis Ramon.
Travis does not pay you for any part of the
parking. Because the value of the parking ex-
ceeds the limit, for each month you provide
this parking you must include $10 in Travis’
wages for income and employment tax
purposes.

Example 3. You provide qualified parking
with a fair market value of $200 per month to
your employees, but you charge the employ-
ees $35 per month. The value of the parking
exceeds the limit by $35. You reduce that ex-
cess benefit by the amount your employees
paid ($35). Do not include any amount in your
employees’ gross income.

Taxable Benefits — Withholding
and Reporting

Treat taxable fringe benefits as wages subject
to employment taxes. When and how you
withhold on and report the value of qualified
transportation fringe benefits that you must in-
clude in an employee’s pay depends on
whether the benefits are noncash benefits or
cash reimbursements.

Noncash benefits. For information on when
and how to withhold on and report taxable
noncash fringe benefits, see Including bene-
fits in pay and When fringe benefits are
treated as paid under Definition at the begin-
ning of this chapter.

Cash reimbursements. For employment tax
purposes, treat taxable cash reimbursements
as paid when actually paid. You must deposit
and report amounts withheld along with your
FUTA tax and your part of the social security
and Medicare taxes.

More Information

For more information on qualified transporta-
tion fringe benefits, including van pools, and
how to determine the value of parking, see
Notice 94-3, 19941, C.B. 327.

Qualified Moving Expense
Reimbursements

You can exclude from your employee’s gross
income any reimbursements or payments you
make for qualified moving expenses. This in-
cludes amounts you give your employee, di-
rectly or indirectly, as a payment for, or a reim-
bursement of, expenses that would be

deductible as moving expenses if your em-
ployee paid or incurred them. You should

make the reimbursements under rules similar
to those described under Reimbursements
and its discussion Accountable Plans in chap-
ter 16.

Deductible moving expenses. Deductible
moving expenses include only the reasonable
expenses of:

1) Moving household goods and personal
effects from the former home to the new
home, and

2) Traveling (including lodging) from the for-
mer home to the new home.

Deductible moving expenses do not
include any expenses for meals. For
[YYIEL] information on moving expenses, see
Publication 521.

Nonqualified reimbursements. Include any
reimbursements for moving expenses that are
not qualified moving expense reimburse-
ments in your employee’s wages. This in-
cludes any payment for, or reimbursement of,
expenses your employee may have deducted
in a prior year.

Where to report reimbursements. Report
any reimbursements you make in 1996 that
qualify as an excludable fringe benefit in box
13 of the 1996 Form W-2. Use Code “P” to
identify the reimbursements that are reported
inbox 13.

Include any reimbursements that you can-
not exclude with your employee’s wages in
box 1.
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Athletic Facilities

You can exclude from your employees’ gross
income the value of an on-premises gym or
other athletic facility you provide and operate
if substantially all use during the calendar year
is by your employees, their spouses, and their
dependent children.

The exclusion does not apply if you make
access to the facility available to the general
public through the sale of memberships, the
rental of the facility, or a similar arrangement.
The exclusion also does not apply to any ath-
letic facility that is for residential use. For ex-
ample, a resort with athletic facilities would
not qualify.

o.

Employee Benefit
Programs

Important Change for
1996

Educational assistance programs. You can
exclude from an employee’s income each
year up to $5,250 you pay or incur under an
educational assistance program. This exclu-
sion, which expired for tax years beginning af-
ter 1994, has been extended retroactively. It
will now expire for tax years beginning after
May 31, 1997. If you paid or withheld social
security, Medicare, or unemployment (FUTA)
taxes on amounts that are now excludable be-
cause they were paid or incurred during 1995
or 1996, you may file a claim for refund. See
Publication 15, Circular E, Employer’s Tax
Guide, for instructions on filing this claim.

The May 31, 1997, expiration date has two
exceptions:

1) Fortax years that begin in 1997, the ex-
clusion will apply to amounts you pay for
courses that begin before July 1, 1997.

2) The exclusion will not apply to amounts
you pay for graduate level courses that
begin after June 30, 1996.

For more information, see Educational As-
sistance, later.

Important Changes for
1997

Adoption assistance programs. For tax
years beginning after 1996, up to $5,000
(%$6,000 for a special needs child) you pay or
incur under an adoption assistance program
for an employee’s qualified adoption ex-
penses is excludable from the employee’s
gross income. For more information, see
Adoption Assistance, later.
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Group health plan accessibility, portability,
and renewability requirements. Generally
effective for plan years beginning after June
30, 1997, you (or the plan, if a multi-employer
plan) will be subject to an excise tax if your
plan does not meet the new accessibility, port-
ability, and renewability requirements. For
more information, see Accessibility, Portabil-
ity, and Renewability Requirements, under
Group Health Plans, later.

Medical savings accounts. For tax years be-
ginning after 1996, a new program for a tax-
exempt medical savings account (MSA) will
be available (for up to 4 years) to self-em-
ployed persons and employees of a small
business. You can contribute (within limits) to
an MSA for each employee you cover under a
high-deductible health plan. You can exclude
from an employee’s income amounts you con-
tribute to his or her MSA. For more informa-
tion, see Medical Savings Accounts, under
Group Health Plans, later.

Introduction

This chapter discusses some of the fringe
benefits (defined in chapter 4) that you can
provide to your employees as part of an em-
ployee benefit program.

You can generally deduct the cost of pro-
viding the benefits discussed in this chapter
on the “Employee benefit programs” line of
your business income tax return. However,
you must be able to show that your cost for
each employee represents current pay and
that the total of this cost plus your other pay to
the employee was reasonable as discussed in
chapter 2.

You may also need to include the value of
some of these fringe benefits in your employ-
ee’s income as wages on Form W-2. This
chapter explains how to figure the amount to
include in your employee’s income.

Topics
This chapter discusses:
* Adoption assistance
e Cafeteria plans
¢ Dependent care assistance
¢ Educational assistance
* Group health plans
* Group-term life insurance
¢ Welfare benefit funds

Useful Items
You may want to see:

Publication
015 Employer's Tax Guide

0 15-A Employer’s Supplemental Tax
Guide

(1503 Child and Dependent Care
Expenses

0525 Taxable and Nontaxable Income
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Form (and Instructions)
0 W=2 Wage and Tax Statement

(0 5500 Annual Return/Report of
Employee Benefit Plan

See chapter 17 for information about get-
ting these publications and forms.

Adoption Assistance

You can deduct the cost of an adoption assis-
tance program you provide for your employ-
ees on the “Employee benefit programs”line
of your business income tax return.

For tax years beginning after 1996, up to
$5,000 ($6,000 for a special needs child) you
pay or incur under an adoption assistance pro-
gram for an employee’s qualified adoption ex-
penses is excludable from the employee’s
gross income. For more information on this
exclusion, including the definitions of the
terms “‘special needs child” and “‘qualified
adoption expenses, " see Publication 553,
Highlights of 1996 Tax Changes.

Adoption assistance program. An adoption
assistance program must meet all of the fol-
lowing tests.

1) Itis a separate written plan that only pro-
vides adoption assistance to your
employees.

2

~

It benefits employees who qualify under
rules set up by you, which do not favor
highly compensated employees or their
dependents. To determine whether your
plan meets this test, do not consider em-
ployees excluded from your plan who are
covered by a collective bargaining agree-
ment, if there is evidence that adoption
assistance was a subject of good-faith
bargaining. The discussion on Exclusion
of Certain Fringe Benefits in chapter 4 de-
fines the term “highly compensated
employee.”

3

~

It does not pay more than 5% of its bene-
fits during the year for shareholders or
owners (or their spouses or dependents).
A shareholder or owner is someone who
owns (on any day of the year) more than
5% of the stock or of the capital or profits
interest of your business.

4) You give reasonable notice of the plan to
eligible employees.

Cafeteria Plans

You can deduct the cost of a cafeteria plan
you provide for your employees on the “Em-
ployee benefit programs” line of your busi-
ness income tax return.

Cafeteria plans (including flexible spend-
ing arrangements) are written plans that allow
your employees to choose between receiving
cash or qualified benefits.
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Generally, a plan that allows employees to
choose benefits that will defer pay is not a caf-
eteria plan. However, a cafeteria plan can in-
clude a qualified 401(k) plan as a benefit.
Also, certain life insurance plans maintained
by educational institutions can be offered as a
benefit even though they defer pay.

The fact that your employee could choose
to receive cash does not make the value of
the other benefits your employee chooses to
receive through the plan taxable to the
employee.

Qualified benefits. A cafeteria plan can offer
any benefit other than scholarship and fellow-
ship grants, educational assistance, medical
savings accounts, long-term care insurance,
and, generally, the fringe benefits discussed
in chapter 4. Qualified benefits include any
other benefits your employees can exclude
from their income because of specific provi-
sions of the law including those discussed in
this chapter.

Plans that favor highly compensated em-
ployees. If your plan favors highly compen-
sated employees, you must include in their in-
come the amount of taxable benefits they
could have received under your plan. Your
plan favors highly compensated employees if
it favors them as to participation (eligibility to
participate), contributions, or benefits.

Highly compensated employee. A highly
compensated employee (for this purpose) is:

1) An officer,

2) A shareholder who owns more than 5%
of the voting power or value of all classes
of the employer’s stock,

3) A spouse or dependent of a person de-
scribed in (1) or (2).

Plans that favor key employees. If your
plan favors key employees, you must include
in their income the amount of taxable benefits
they could have received. Your plan favors
key employees if more than 25% of the total
of the nontaxed benefits you provide for all
employees under the plan go to key employ-
ees. The term “key employee” is defined later
under Group-Term Life Insurance.

Collective bargaining agreement. A plan
you maintain under a collective bargaining
agreement does not favor highly compen-
sated or key employees.

Reporting requirements.
=4 Ifyou, as an employer, maintain a caf-
I eteria plan, you must keep complete
LIS records showing:

1) The number of your employees,

2) The number of your employees eligible to
participate in the plan,

3) The number of your employees partici-
pating in the plan,

4) The total cost of your plan for the tax
year,

5) Your name, address, and taxpayer identi-
fying number (TIN), and



6) The type of business you are engaged in.

You will need these records to file Form 5500,
5500-C, or 5500-R after the end of the plan
year.

Generally, benefits from a cafeteria plan that
you do not include in an employee’s income
are not subject to employment taxes.

Dependent Care
Assistance

You can deduct the cost of a dependent care
assistance plan you provide for your employ-
ees. If you provide the care in-kind (operate a
dependent care facility), deduct your costs as
depreciation, utilities, salaries, etc., on your
business tax return. If you get a third party to
provide the care, or if you reimburse your em-
ployees directly for their dependent care ex-
penses, deduct your costs on the “Employee
benefit programs” line of your business in-
come tax return.

Generally, you exclude from your employ-
ee’s income the first $5,000 in assistance you
provide to that employee during the year. This
limit is reduced to $2,500 if your employee is
married filing a separate return. Also, this ex-
clusion limit for the tax year cannot be more
than the smallest of the:

1) Earned income of your employee or your
employee’s spouse, or

2) Your employee’s work-related dependent
care expenses for the year.

For more information, see Publication 503.
However, if your plan favors highly com-
pensated employees you cannot exclude any
amount from their income, even though the
exclusion described in the preceding para-
graph still applies to your other employees.

Plans that favor highly compensated em-
ployees. If your plan favors highly compen-
sated employees, you must include the full
value of the benefits you provide to them in
their income. A plan favors these employees if
it does not meet any of the following tests.

1) Itis a separate written plan that only pro-
vides dependent care assistance to your
employees.

2

—

It benefits employees who qualify under
rules set up by you, which do not favor
highly compensated employees or their
dependents as explained next.

3

~

The benefits you provide do not favor
highly compensated employees or their
dependents.

4

=

It does not pay more than 25% of its ben-
efits during the year for shareholders or
owners (or their spouses or dependents).
A shareholder or owner is someone who
owns (on any day of the year) more than
5% of the stock or of the capital or profits
interest of your business.

5) You give reasonable notice of the plan to
eligible employees.

6) By January 31, you provide each em-
ployee with a Form W-2 showing the
amount you spent on dependent care as-
sistance (if furnished in-kind, its fair mar-
ket value less any employee payment) for
the employee during the preceding year.

7) It meets the 55% benefits test (discussed
later).

The discussion on Exclusion of Certain
Fringe Benefits in chapter 4 defines the term
“highly compensated employee. ”

Excluded employees. To determine
whether your plan meets tests (2) and (7), do
not consider the following employees:

1) Employees who are under age 21 and
have not completed 1 year of service,
and

2) Employees not in your plan who are cov-
ered by a collective bargaining agree-
ment, if there is evidence that dependent
care assistance was a subject of good-
faith bargaining.

55% benefits test. Your plan meets this
test if the average benefits you provide to em-
ployees who are not highly compensated is at
least 55% of the average benefits you provide
to your highly compensated employees under
all your plans.

Note: For this test, if you provide benefits
through a salary reduction arrangement, do
not consider employees whose pay is less
than $25,000 before the reduction.

Employment taxes. You must report the en-
tire amount you paid to or for each employee
for the tax year in Box 10 of the employee’s
Form W=2. If you furnished the care in-kind,
use the fair market value of the care you pro-
vided to that employee, less any amount the
employee paid you for the care. The fair mar-
ket value of the care you provided is a reason-
able estimate of what the employee would
have to pay for care of the type and quality you
furnished. Include any amount above the
$5,000 ($2,500) in the employee’s income in
Box 1 of the Form W-2. This excess is subject
to employment taxes and income tax

withholding.

Educational Assistance

You can deduct the cost of an educational as-
sistance program you provide for your em-
ployees on the “Employee benefit program-
s”line of your business income tax return.

You can exclude from an employee’s in-
come each year up to $5,250 you pay or incur
under an educational assistance program. If
the total cost exceeds $5,250, the excess is
treated in one of two ways, as discussed
under Payments over $5,250 limit, |later.

This exclusion, which expired for tax years
beginning after 1994, has been extended ret-
roactively. It will now expire for tax years be-
ginning after May 31, 1997. However, see the
exceptions to this expiration date, discussed
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next. Also, the extension of this exclusion may
entitle you to a tax refund, discussed later.

Exceptions to expiration date. The May 31,
1997, expiration date has two exceptions:

1) Fortax years that begin in 1997, the ex-
clusion will apply to amounts you pay for
courses that begin before July 1, 1997.

2) The exclusion will not apply to amounts
you pay for graduate level courses that
begin after June 30, 1996.

Refund of taxes. If you paid or withheld so-
cial security, Medicare, or unemployment
(FUTA) taxes on amounts that are now ex-
cludable because they were paid or incurred
during 1995 or 1996, you may file a claim for
refund. See Publication 15, Circular E, Em-
ployer’s Tax Guide, for instructions on filing
this claim.

Payments over $5,250 limit. If your total edu-
cational assistance cost for an employee
under an educational assistance program is
more than $5,250, the excess may qualify as a
working condition fringe benefit (see chapter
4). You must include in the employee’s in-
come any excess that does not qualify as a
working condition fringe benefit.

Educational assistance program. An edu-
cational assistance program must meet all of
the following tests.

1) Itis a separate written plan that only pro-
vides educational assistance to your
employees.

2

~

It benefits employees who qualify under
rules set up by you, which do not favor
highly compensated employees or their
dependents. To determine whether your
plan meets this test, do not consider em-
ployees excluded from your plan who are
covered by a collective bargaining agree-
ment, if there is evidence that educa-
tional assistance was a subject of good-
faith bargaining. The discussion on Exclu-
sion of Certain Fringe Benefits in chapter
4 defines the term “highly compensated
employee.”

It does not pay more than 5% of its bene-
fits during the year for shareholders or
owners (or their spouses or dependents).
A shareholder or owner is someone who
owns (on any day of the year) more than
5% of the stock or of the capital or profits
interest of your business.

It does not allow employees to choose to
receive cash or other benefits that must
be included in gross income instead of
educational assistance.

3

~

4

=

5) You give reasonable notice of the plan to
eligible employees.

Educational assistance defined. Educa-
tional assistance means amounts you pay or
incur for your employees’ education ex-
penses. These expenses may include tuition,
fees, books, equipment, and supplies. How-
ever, it does not include costs for equipment,
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tools, or supplies (other than textbooks) that
your employee is allowed to keep at the end of
the course. Nor does it include meals, lodging,
transportation or any expense for a course or
other education involving sports, games, or
hobbies.

Group Health Plans

Generally, you can deduct the cost of a group
health plan you provide for your employees on
the “Employee benefit programs”line of your
business income tax return.

A group health plan (including a self-in-
sured plan) is a plan that provides medical
care to your employees, former employees, or
their families. The plan can provide care di-
rectly or through insurance, reimbursement,
or otherwise. For more information on insur-
ance, see chapter 10.

Generally, you do not include the value of
this benefit in your employees’ income.

Excise tax on certain plans. You will be sub-
ject to an excise tax if your plan does not
cover the working aged, active disabled, or
those with end stage renal disease. The tax is
25% of the expenses you incur for all of your
group health plans during the year.

Continuation of Coverage

Requirement

Generally, you (or the plan, if a multi-employer
plan) will be subject to an excise tax if your
plan does not meet the continuation of cover-
age requirement.

Excise tax. The excise tax generally is $100
per day during the noncompliance period for
each beneficiary. For beneficiaries in the
same family, the maximum tax is $200 per
day.

The noncompliance period begins on
the first day your plan does not meet this re-
quirement and ends on the earlier of:

1) The first day your plan meets this require-
ment and the past failures have been cor-
rected, or

2) 6 months after the last day in the period
for which your plan could have been re-
quired to meet this requirement (see Pe-
riod of coverage, later).

Exceptions. The tax does not apply:
1) For any period during which:

a) You did not know that your plan failed
to meet this requirement, and

b) By exercising reasonable diligence you
would not have known that your plan
failed to meet this requirement, or

2) Your plan failed to meet this requirement
due to reasonable cause, not willful neg-
lect, and the plan’s failure is corrected
within a 30-day period beginning when
you knew, or would have known if rea-
sonable diligence were used, that this re-
quirement was not met.
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However, even if you meet one of these ex-
ceptions you may have to pay a minimum
amount of tax, discussed next.

Minimum tax. Even if you meet one of the
preceding exceptions to the excise tax, you
may still owe a minimum amount of tax. To
avoid all tax, you must correct the failure to
meet the continuation of coverage require-
ment before the IRS sends you a notice of an
income tax examination for a period during
which your plan failed to meet this require-
ment. For more information on this excise tax,
see section 4980B of the Internal Revenue
Code.

Plans exempt from the excise tax. The ex-
cise tax for failing to meet this requirement
does not apply to any plan maintained only by
employers who normally employed fewer than
20 employees on a typical business day in the
preceding calendar year. In addition, certain
plans such as a governmental plan or a
church plan are not subject to these require-
ments and the excise tax does not apply to
them.

Continuation of Coverage

Your plan must provide qualified beneficiaries
the choice of continuing to be covered if any
of the following occurs.

1) Death of covered employee.

2) Termination of covered employee (other
than for gross misconduct) or reduction in
hours of employment.

3) Divorce or legal separation from a spouse
by covered employee.

4) Entitlement to Medicare benefits for cov-
ered employee.

5) A dependent child ceases to be a depen-
dent, which ends the child’'s coverage
under the plan.

6) Bankruptcy proceeding (which began af-
ter June 30, 1986) under Title 11, United
States Code, of the employer of a retired
covered employee.

If any of these events occur, the plan must
provide an election period of at least 60 days
to qualified beneficiaries to choose to con-
tinue coverage under the plan.

In general, this coverage must be identi-
cal to that received by beneficiaries who have
not experienced any of these events.

Qualified beneficiaries. An employee’s
spouse and dependent children, if covered
under the plan, are qualified beneficiaries. The
covered employee is also a qualified benefici-
ary if the event is a termination or reduction of
hours or a bankruptcy proceeding.

Period of coverage. Coverage generally
must extend for at least 36 months from the
day the event occurs. If there is a termination
or reduction of hours, the coverage period
must be at least 18 months.

In the case of a bankruptcy proceeding,
coverage must extend until the death of the
covered employee or qualified beneficiary or,
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for the surviving spouse or dependent chil-
dren of the employee, 36 months after the
death of the employee.

Certain situations may shorten the period
of coverage. For example, the coverage pe-
riod can end earlier if the you cancel all of your
group health plans, if the beneficiary does not
pay the premiums on time, or if the beneficiary
becomes entitled to Medicare.

Required notice to employees and
spouses. You must give your employees and
their spouses written notice of their rights to
continuation of coverage when their coverage
under a plan begins.

You must generally notify the plan admin-
istrator within 30 days of the death, termina-
tion or reduction in hours, or Medicare entitle-
ment of any covered employee, or of your own
Title 11 bankruptcy proceeding.

Employees or their qualified beneficiaries
are responsible for notifying the plan adminis-
trator if there is a divorce or legal separation,
or if a child’s eligibility under the plan ends.
They must generally do this within 60 days af-
ter the date of the event.

Also, within 14 days of their